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ESTATE PLANNING{ 


ESTATE VALUATION — THE INTERNAL REVENUE 
SERVICE STANDPOINT 


RocER K. PoweE.LL* 


Any discussion of valuation must start with the definitions to be 
used. In the case of Internal Revenue Service valuation, the estate and 
gift tax statute furnishes no definition, simply using the word “value.” 
The regulations, however, supply the missing elements—section 
20.2031-1(b)' provides that the value to be used is “fair market 
value,” which is defined as “the price at which the property will change 
hands between a willing buyer and a willing seller, neither being 
under any compulsion to buy or to sell and both having reasonable 
knowledge of relevant facts.” 

Fair market value does not mean the value in a “fair market” 
but instead the fair value of the particular property in the then existing 
market. At times it has been argued that where the market for a 
particular property was distorted by external conditions, the resulting 
value was an improper measure. This position has been generally 
rejected, however. 

The term “willing buyer and willing seller” is of course unambigu- 
ous, but the re-creation of these two fictional characters is very diffi- 
cult. Typically, the taxpayer assumes the role of the willing seller, 
while the government agent is much more impressed by the probable 
willingness of the buyer. 

Similarly, the lack of compulsion upon the parties is unambiguous, 
and ordinarily it poses little difficulty in interpretation. It of course 
bars forced sales as any criterion of the value of the property sold, 
and in appropriate cases would rule out other sales made under forced 





+ The articles in this symposium are based upon lectures presented at the Con- 
ference on Estate Planning held at the College of Law, Ohio State University on March 
1-3, 1961, sponsored by the College of Law, Ohio State University and the Columbus 
Bar Association. 

* Partner, Law Firm of Powell, Powell & Carpenter, Columbus, Ohio. 

1 Treas. Reg. § 20.2031-(b) (1958). 
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conditions, whether affecting either the buyer or the seller. An ap- 
parent exception to the rule is where liquidation of property has been 
commenced prior to the critical date. In such a case the realized value 
would appear to be fair market value of the particular property re- 
gardless of obvious compulsion to complete the liquidation. 

The final element in the definition relates to knowledge of the 
facts in the case. Note that this is limited to a “reasonable” knowledge 
of “relevant” facts. In effect this is a restatement of the rule as to fair 
value in the existing market, since not infrequently there may be un- 
known facts having substantial effect upon ultimate value. In the 
Wright Estate case? certain damaging facts about a stock were un- 
known at the date of death and became known thereafter. The exe- 
cutor urged that the market value should be reduced by the impact 
of the subsequent knowledge. The court disagreed upon the ground 
that such knowledge could not reasonably be imputed to anyone and 
that the market as it then existed measured the value as of the date 
of death. 

Once the matter of definitions is settled, the question arises as to 
what evidence of value will be acceptable. The evidence carrying 
the greatest weight is the sale of identical or comparable property in 
an arms-length transaction at a time reasonably close to the valuation 
date. But what are comparable properties? What makes a transaction 
one at arms-length? What length of time is unreasonable? All of 
these are matters of judgment, and here, as in the “willing buyer and 
willing seller” area, the Internal Revenue Service is likely to be much 
more critical than the taxpayer. By that I mean that it will set much 
higher standards of comparison, and will question closely the relation- 
ship of the parties, whether personal, financial or social. It will doubt 
whether too long a period did not elapse to permit a valid comparison. 
On the other hand, the taxpayer will take the same dim view of a sale 
of comparable property which seems to him to have been unreasonably 
high, and in the recent era of rising prices, such instances have not 
been uncommon. 

Despite this understandable difference in attitude, however, the 
existence of reasonably comparable sales is usually a quite persuasive 
factor in valuation. 

Lacking such sales, it is obvious that opinion evidence must be 
called upon, and here the question becomes one of the credibility both 
of the witness and of his basis for opinion. The expert knowledge of 
the witness is of particularly great importance in the valuation of real 
estate and tangible personal property, although the background for 





2 43 B.T.A. 551 (1941). 
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the opinion may also be thoroughly explored in the case of large items 
or when some doubt as to credibility exists in the mind of the examin- 
ing agent or his superior. 

In the valuation of intangibles, by contrast, the background of 
the opinion is ordinarily much more important than the knowledge of 
the witness himself. Whoever he is, he must be prepared to defend his 
position by the use of all the weapons of a financial analyst. If he 
looks at sales of similar property (as contrasted with comparable 
property) the degree of similarity must be established solidly. If he 
uses income as a basis for his opinion, he needs to justify his capitaliza- 
tion rates and any estimate of future income as differing from the past. 

Ordinarily, real estate values and the values of tangible personal 
property can be worked out with relative ease. With respect to both 
of these, the government is usually at an initial disadvantage in that 
the agent auditing the return seldom has the services of an expert to 
call upon. This is not true in very large cases where the Engineering 
Division of the Service may be called upon to provide such advice. 
This is a most unusual situation, however, and in the ordinary case 
a revenue agent must pick up his information as best he can. 

With rare exception, an examining agent makes a serious attempt 
to establish fair valuations for these types of property. In most cases 
he acquires a stable of more or less expert real estate appraisers who 
are good natured enough to give him free valuation advice. He tries 
to average out the result of two or three such opinions, realizing that 
these people never have an opportunity to make a detailed examination 
of the property and often make their appraisal from simple memory 
of a neighborhood. Surprisingly enough, however, a good many will 
actually go to look at property at their own expense. 

In the event that the agent runs into a great deal of opposition 
with respect to the valuation of a particular property, he will usually 
go back to his appraisers and query whether they have taken into ac- 
count circumstances and defects pointed out by the taxpayer’s repre- 
sentatives. As a result, litigation of the values of this type of property 
is relatively unusual. 

Not so, however, with the valuation of intangibles. As a matter 
of fact, the valuation of business interests, especially close corporation 
stocks, is the area of greatest uncertainty in estate and gift tax, in 
the absence of an effective buy-sell arrangement. It is here that valua- 
tion is most an art and least a science. Here, too, the Internal Revenue 
Service takes heart from the statement of the court in Wishon v. Anglim® 
that the Commissioner has the first guess at value and will ordinarily 
prevail. It is significant that while the regulations themselves are still 





3 42 F. Supp. 359, 42-1 U.S.T.C. {| 10,123 (N.D. Calif. 1941). 
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most sketchy in the treatment of the valuation of business interests, 
the Service has issued two comprehensive revenue rulings on the sub- 
ject, the last and by far the most sophisticated being Revenue Ruling 
59-60.* This ruling will be discussed in detail later. 

Traditionally, the Service has followed general principles of eval- 
uation of intangible property. One of the most interesting of the early 
decisions was that of James Couzens.° In the opinion in this case, 
Judge VanFossan determined the value of Ford Motor Company 
stock, and did a masterly job of outlining the various considerations 
underlying such evaluation. I recommend the opinion both for its 
technical quality and the interesting factual situation involved. 

Generally speaking, there are three principal approaches to the 
valuation of a business. These are asset value, earnings value and 
dividend value. These in turn are subdivided into various groupings 
of fact and speculation, and usually a combination of these are con- 
sidered together by the appraiser in arriving at a final valuation. 

The published position of the Service throughout its history has 
been that all relevant factors must be considered in valuation of this 
sort of property. For many years this was practically the only state- 
ment in the regulations, except in connection with listed or over-the- 
counter securities. And in the revenue rulings referred to, this flexi- 
bility was in essence retained, especially in Revenue Ruling 59-60. 

In practice, the Service in earlier days tended to use fairly stereo- 
typed formulae in approaching the valuation of business interests. 
Despite the breadth and clarity of the Couzens decision,® many estate 
tax agents remained blissfully unaware of its principles since it in- 
volved income tax and was thus foreign to their experience. 

This practice, of course, was a matter of wide variation. In the 
more sophisticated financial centers of the east, revenue agents were 
correspondingly better equipped to deal with valuation problems. They 
had the further advantage of often dealing with cases of sufficient size 
to warrant calling upon business experts to evaluate the properties 
involved. By and large, however, the representatives of the Service 
tended to adopt inate which were applied indiscriminately to valua- 
tion of businesses and resulted in an unjustifiable rigidity of evaluation 
unduly favorable to some taxpayers, unduly harsh as to others. 

There was over-all progress, however. For many years during 
the initial period of estate tax administration, for example, book value 
or asset value was considered as of primary importance, despite the 
fact that even if it were accurate, ordinarily it was unavailable to the 





4 Rev. Rul. 59-60, 1959-1 Cum. Bull. 237. 
5 11 B.T.A. 1040 (1928). 
6 Supra note 5S. 
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owner of a share in a business. Gradually, it was recognized that this 
was a factor which affected only the rate of capitalization properly 
attributable to earnings capacity, except in those unusual cases in 
which liquidating control rested in the interest to be evaluated. At 
about the same time a combination earnings-book value formula, de- 
vised for use in income tax cases, was adapted to and widely applied 
in estate and gift tax cases. This is the familiar “A.R.M. 34.”" 

While in many situations the formula had substantial merit, the 
capitalization rates originally suggested were often inflexibly applied 
and the results were far from happy. It did, however, point up the 
importance of intangible value, or earnings value, as compared with 
asset value, and focus attention upon what has come to be called 
“good will.” 

As used by the Internal Revenue Service, good will is not merely 
the traditional legal term identifying the chance that the public will 
continue to patronize a particular business. Instead it is a blanket 
term which covers all kinds of intangible values. Thus any special 
competitive advantage, such as patents or secret processes, will con- 
tribute to good will. Franchises or chain names, methods of operation 
and so on, efficient management, exceptional technical knowledge— 
all of these are a part of what the Internal Revenue Service regards as 
the “good will” of a particular enterprise. 

And as the extent of the definition broadened, so too did the 
flexibility of the Service in dealing with these elements. The traditional 
fifteen per cent capitalization for intangibles under “A.R.M. 34” was 
streched out as high as twenty-five per cent, the yield on tangibles 
went from eight to ten per cent. In fact, in one unusual case, where 
the agent was called upon to value a gambling operation he used a 
fifty per cent capitalization rate of the intangible earnings. The reason— 
the owner was the estate of the brother of the mayor of the city; the 
mayor had a further period of two years in office; the probabilities 
were that he would not be re-elected. 

Along with this increased attention to intangible elements of 
value came an additional awareness of discount factors as well. The 
incapacity of management, the lack of any successor to the deceased 
executive, a probability of a continuing decline in market or the 
threat of new competition, all of these were in appropriate cases 
urged upon and recognized by internal revenue agents. The entire 
valuation process in the Service thus continued in a state of progress. 

All of this change involved a growing recognition of the im- 
portance of earnings. In essence, the value of any piece of property 
at a given moment is the prospect of advantage which it offers to its 





7 2 Cum. Bull. 31 (1920). 
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owner in the future. Such prospects of advantage depend primarily 
upon the existence of earnings which can be distributed by the business 
to the proprietor. A purely historical approach is based upon the 
belief that past history will repeat itself in the future, but this belief 
must always be modified by the recognition of trends which exist at 
any particular time. Earnings are not a static thing except in the area 
of monopolies, but rather depend upon the conditions in the particular 
industry or business, upon conditions in the economy as a whole, upon 
changing geographical considerations and many other factors. With 
increasing emphasis upon earnings, all of these factors were accorded 
more and more consideration. And all of these are reflected in Revenue 
Ruling 59-60 as factors which must be considered by the internal 
revenue personnel evaluating this type of property. 

One thing which has been overlooked, or at least minimized 
throughout the Service’s developing valuation policy, has been the final 
fact that earnings must be available to the business owner and that 
unless the interest which is being valued has controi sufficient to ap- 
propriate the earnings, dividends or yield is the most important single 
factor to be considered. 

The classic example of this is, of course, the minority holding of 
stock in a close corporation. There is absolutely no control over 
dividend policy in such a case, and unless some unreasonable circum- 
stances exist, such as a large accumulation of surplus without any 
business purpose, or some evidence of mismanagement, the holder of 
this stock is at the mercy of the controlling shareholders as to any 
realized or realizable yield. Obviously this limits the market value 
of such a holding drastically, yet the Service has never published any 
recognition of this fact, and revenue agents are very chary of giving 
much weight to it as a result. It apparently has not been urged in liti- 
gation by taxpayers, the only case in which the importance of the 
minority nature of the holding is stressed being Mathilde B. Hooper,® 
although some other cases do mention it as a factor to be considered. 

Interests in publicly-held corporations have likewise benefited 
from a change in valuation concepts over the years. The Service’s 
original position was that the published market price as of the date of 
death or gift governed value, and it bitterly fought all attempts to 
inject a discount factor based upon the size of the block held. It 
received no support from the courts, however, who recognized that 
a thin market and a substantial block of sock in many cases meant 
that the market price was wholly unrealizable as a fact. 


Taxpayer’s counsel attempted in several cases to generalize this 





8 41 B.T.A. 114 (1940). 
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“blockage” principle as a rule of law applicable to all large blocks. 
The courts, however, declined to follow this argument and have con- 
sistently held that blockage is a question of fact and not of law, and 
that the estate or donor has the burden of demonstrating the effect 
of blockage upon the fair market value of the particular block of stock 
to be valued. 

The rule has evolved that fair market value in such a case is the 
amount which a skilled broker, selling the block of stock on the best 
terms possible and within a reasonable time, could secure from such 
a sale. Excellent discussions of the rule may be found in Bull v. 
Smith,® and in Helvering v. Maytag.*° The Service has since reluc- 
tantly accepted blockage as a material question of fact. 

Probably the most fertile area for valuation disputes involves 
the stock of closely-held corporations. In Revenue Ruling 59-60, 
previously referred to, a very detailed statement of Service principles 
and aims is made. This represents a flexible and reasonably sophisti- 
cated approach to this valuation problem, and may well be taken as 
a statement of general principles which will be applied to the valua- 
tion of all business interests other than those having an established 
market. Its only defect lies in the continued refusal to accept the 
controlling importance of dividend yield in the case of minority in- 
terests, which presumably remains a “Pandora’s box” in the eyes of 
the Service. 

The ruling recognizes and approves the use of comparative values, 
another instance of reluctant concession by the Service. Taxpayers 
have urged for thirty years that the best yardstick for close corpora- 
tion stocks was the price-earnings and other ratios of stocks of com- 
parable companies quoted in the market. It took amendment of the 
taxing statute to get the Service to recognize any applicability of this 
criterion, however, and even then it was emphasized and underscored 
that such a comparison was only one of the factors to be considered 
in appropriate cases. 

The ruling states the current position of the Service, that the 
taxpayer must establish valid comparisons, and when that is done, very 
great weight will be given to the ratios demonstrated. When this is 
taken into account together with the discount factor that courts have 
recognized on account of lack of marketability, a broad and relatively 
sound basis for valuation is made available to the estate planner and 
administrator. 

The ruling also covers valuation based upon assets of the corpora- 
tion, either as shown on the balance sheet or as modified to reflect cur- 

















® 119 F.2d 490, 27 Am. Fed. Tax R. 151, 41-1 U.S.T.C. J 10,049 (2d Cir. 1941). 
10 125 F.2d 55; 42-1 S.T.C. J 10,129 (8th Cir.), cert. denied, 316 U.S. 689 (1942). 
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rent market values. This approach is discussed solely as a contributing 
factor, and not as one of controlling importance. The value of stock 
based upon its dividend yield is likewise mentioned, but again only as 
a contributing factor. And except in the case of a minority holding, 
this approach is clearly correct. 

The principal discussion centers about the determination of value 
based upon earnings, or “dividend-paying capacity.” Here a most 
helpful list of elements which should be considered in arriving at 
value is given by the Service, and it should be studied in detail by 
anyone having the question of valuation of business interests. 

The ruling also covers a number of special cases, the most im- 
portant being the existence of a buy-sell agreement. Over the past 
fifteen years the importance of such agreements has grown immensely, 
in spite of a number of attacks by the Service upon income tax as- 
pects of the matter. These attacks are not ended, the most serious 
ones presently confronting the taxpayer being the possibility of un- 
reasonable accumulation of surplus so far as corporate income taxes 
are concerned, and the possible attribution of stock in family-held 
corporations as to personal income tax effects. Despite these factors, 
thousands of buy-sell agreements are in existence today and if they 
comply with the judicial rules of being actual and not sham, and of 
binding the parties from the date of execution of the agreement rather 
than merely upon death, the value they fix will be binding upon the 
taxing authorities fot estate tax purposes. 

Holding company values are likewise discussed in the ruling, and 
these have provided a number of valuation cases in the past. The 
question ordinarily involved is that of discounting the value of the 
underlying assets to reflect lack of liquidating control, taxable capital 
gains upon disposition by the holding company and so on. In general, 
such a discount factor has been recognized in the absence of liquidat- 
ing control; for examples, see Laird v. Comm’r,"' Smith Estate,'* and 
Garrett Estate.” 

It may be noted that some relief may be found in this situation 
by the use of comparatives. There are a number of closed-end invest- 
ment trusts which are sold over the counter at very substantial dis- 
counts from underlying asset value. On the other hand, other trusts 
of this type sell either at asset value or even a slight premium. The 
selection of true comparatives in this field is unusually difficult. 

As I said a moment ago, the general principles of Revenue Ruling 
59-60 are applicable to most business interests. There are, of course, 





11 85 F.2d 598, 18 Am. Fed Tax R. 470, 36-2 U.S.T.C. § 9455 (3d Cir., 1936). 
12 9 CCH Tax Ct. Mem. 907, 19 P.H Tax Ct. Mem. 819 (1950). 
13 12 CCH Tax Ct. Mem. 1142, 22 P-H Tax Ct. Mem. 1026 (1953). 
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special factors in the case of non-corporate holdings. Thus, in partner- 
ship valuations, there must be considered the effect of the state law as 
to disposition of assets in the absence of special agreement. Also there 
is always a question of the effect of the partnership agreement, which 
often is in substance a buy-sell arrangement between the partners. 

The question of good-will values in partnerships has likewise 
caused substantial litigation, an early case having held that there was 
no such thing.’* Later cases have generally applied the ordinary rules 
for valuation of intangible yield, however. 

One question peculiar to non-corporate businesses is the matter 
of taxes. In valuing corporation stock on the basis of earn- 
ings, corporate taxes are subtracted from net earnings in order to 
arrive at the number of dollars available to the owners. In partner- 
ships these earnings are taxed only in the hands of the owners them- 
selves. There has been a great deal of dispute as to what allowances 
should be made for this tax burden in evaluating the worth of a part- 
nership interest or a sole proprietorship. 

While there is no announced Service policy in connection with 
this valuation problem, a taxpayer might well treat partnership income 
as equivalent to corporation income and apply corporate tax rates to 
determine the after-tax dollars available. Validity of this approach 
may be questioned, but a good many revenue agents will give it weight 
as bringing the valuation procedure in such a case into line with the 
accepted rules on corporation stock values. 

This has necessarily been an incomplete and sketchy presentation 
of an important problem confronting estate planners and administra- 
tors alike. I hope it has been of some assistance in pulling together 
the elementary considerations presently valid in the field. 














14 Kaffie Estate, 44 B.T.A. 843 (1941). 











LIFE INSURANCE IN ESTATE PLANNING 


EpmMuND D. DoyLe* 


This article will deal with some of the more common uses of life 
insurance in estate planning. Most estate planning problems involving 
life insurance should be viewed from three standpoints: (1) Will the 
proposed plan or transaction result in additional income taxes or a 
shifting of the burden of income taxes? (2) Will the proceeds of the 
policy be subjected to estate or inheritance taxes? (3) Will a gift of 
the policy or of its proceeds result in the imposition of a gift tax? 


INCOME TAx 


It is of course elementary that the lump sum proceeds of a life 
insurance policy paid on account of the death of the insured are not 
subject to income tax.’ This is true no matter who the beneficiary of 
the proceeds may be; that is to say, whether the beneficiary is an 
individual, or the estate of the insured, or a corporation, lump sum 
insurance proceeds of a life insurance policy paid on account of the 
death of the insured are not subject to income tax.? The exclusion 
from taxability extends to all death benefit payments having the 
characteristics of life insurance proceeds payable by reason of death, 
even though the particular contract is not specifically designated as a 
life insurance contract. Thus, death benefits payable under endow- 
ment contracts, workmen’s compensation insurance contracts, or acci- 
dent and health insurance contracts are not included in taxable in- 
come.® 

There are some instances, however, where the proceeds of life 
insurance policies, or at least a portion of these proceeds, are subject 
to income tax. Thus, if a life insurance contract is purchased for a 
valuable consideration, that portion of the proceeds which the owner 
or beneficiary receives which is in excess of the consideration paid for 
the contract and of the premiums paid after the transfer, is taxable.* 
However, there is also an exception to this rule: if the policy is trans- 
ferred either (1) to the insured, or (2) to a partner of the insured, 
or (3) to a partnership in which the insured is a partner, or (4) to a 
corporation in which the insured is a shareholder or officer, then none 
of the insurance proceeds are taxable even though the transfer was 
for a valuable consideration.® 





* Member of Law Firm of Porter, Stanley, Treffinger & Platt, Columbus, Ohio. 
1 Int. Rev. Code of 1954, § 101(a) (1). 

2 Treas. Reg. § 1.101-1(a) (1957). 

3 Ibid. 

4 Int. Rev. Code of 1954, § 101(a)(2). 

5 Int. Rev. Code of 1954, § 101(a)(2)(B). 
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Deductibility of Premium Payments 


Premium payments on life insurance policies, as such, are not 
deductible. Generally, if the premium payments are made by an 
individual, they are personal or living expenses and are therefore not 
deductible.* A specific provision of the Internal Revenue Code pro- 
hibits an employer from deducting premiums on a policy on the life 
of an employee or of a person financially interested in the employer’s 
business when the employer is the beneficiary under the policy.’ 

There are some instances when premium payments on life in- 
surance policies are deductible and the owner of the policy is required 
to take the amount of the premiums into his income. This is the case 
| where the employee or his beneficiary has a nonforfeitable right to the 
policy and the employer pays the premiums. In such instances the 
premium payments are of course additional salary to the employee and, 
if reasonable in amount, are deductible as salaries paid by the em- 
ployer. Alimony agreements sometimes provide that the husband shall 
keep in effect an insurance policy on his life with the wife as bene- 
ficiary. The Treasury has ruled that if the policy is assigned absolutely 
té the wife and she is named as irrevocable beneficiary, the premiums 
are deductible by the husband and taxable to the wife.® 


EsTaTE TAX 


If the life insurance proceeds are payable to the insured’s executor 
(that is, to his estate), the proceeds are included in the value of the 
decedent’s gross estate for purposes of the federal estate tax. This 
is true even though the insured paid no premiums on the policy and 
possessed no incidents of ownership in the policy at the time of his 
death. 

Insurance proceeds receive more favorable treatment under the 
Ohio inheritance tax law than under the federal estate tax provisions. 
Section 5731.06 of the Ohio Revised Code provides that life insurance 
proceeds are not subject to the Ohio inheritance tax unless they are 
paid to the insured’s estate. If they are so paid, then the inheritance 
tax applies, and in this respect, the federal estate tax law and the 
Ohio inheritance tax law are the same. However, the similarity ends 
here. Under the federal estate tax law the proceeds of life insurance 
policies are part of the taxable estate if the decedent possessed any 
“incidents of ownership” in the policy at the time of his death or if 
he had a reversionary interest in the policy amounting to more than 








6 Int. Rev. Code of 1954, § 262. 

7 Int. Rev. Code of 1954, § 264(a) (1). 
8 LT. 4001, 1950-1 Cum. Bull. 27. 

9 Int. Rev. Code of 1954, § 2042(1). 
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five per cent of the policy’s value at the time of death.’° There are 
no comparable provisions in the Ohio inheritance tax law. Thus, if 
an insured died possessing all of the incidents of ownership in a 
$100,000 policy on his life in which his wife was named as beneficiary, 
the proceeds of the policy would be included in his taxable estate for 
purposes of the federal estate tax; the proceeds would not, however, 
be subject to the Ohio inheritance tax. 

The usual “incidents of ownership” in an insurance policy in- 
clude the right to borrow on security of the policy, to surrender the 
policy and receive its cash value, to assign the policy, to receive divi- 
dends on the policy, to change the policy beneficiary, to convert the 
policy to paid-up or extended insurance, and to exercise options in the 
policy.’’ A “reversionary interest” in a policy means a possibility that 
the policy or its proceeds may return to the decedent or his estate.'” 
This possibility may be valued actuarially.’* If the chances are better 
than one out of twenty that the decedent or his estate wili come into 
possession of the policy or its proceeds, the decedent will be considered 
to have a reversionary interest in the policy with a value of more than 
five per cent; and in this event, the entire proceeds of the policy will 
be included in the decedent’s taxable estate even if none of the pro- 
ceeds were ever actually received by the estate. The Estate Tax 
Regulations provide references to tables and material for the valua- 
tion of remainders and reversions."* 

Before the adoption of the 1954 Internal Revenue Code, insurance 
proceeds became a part of the gross estate if (a) the proceeds of the 
policy were payable to the insured’s executor or estate, or (b) the 
insured possessed any incidents of ownership in the policy at the time 
of his death, or (c) paid the premiums on the policies."° The 1954 
Code eliminated the premium payment test for taxability.’® 


Girt Tax 


With the abolition of the premium payment test, gifts of insurance 
policies, with the donor continuing to pay the premiums on the policy 
after the transfer, became quite common as a device to avoid estate 
taxes. However, as we shall see later, there is still a possibility that 
the proceeds, or a portion of the proceeds, may become part of the 
insured’s taxable estate if he continues to pay the premiums after 





10 Int. Rev. Code of 1954, § 2042(2). 

11 Treas. Reg. § 20.2042-1(c)(2) (1958). 

12 Treas. Reg. § 20.2042-1(c)(3) (1958). 

13 Treas. Reg. § 20.2037-1(c)(3)(4) (1958). 
14 Treas. Reg. § 20.2031-7 (1958). 

15 Int. Rev. Code of 1939, § 811(g). 


16 Int. Rev. Code of 1954, § 2042. 
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making an irrevocable transfer of the policy, because of the transfer 
“in contemplation of death’ rule. 

Gifts of life insurance policies are subject to the gift tax; and if 
the insured continues to pay the premiums after the transfer, the 
premium payments may be also taxable as gifts.’* 

If the policy is a paid-up policy, the value of the gift is the cost 
of a comparable policy to the insured at the date of the gift. If the 
policy is the so-called ordinary life policy calling for continuing pre- 
mium payments, then, for all practical purposes, the value of the gift 
is the cash surrender value of the policy."* 

Under the federal gift tax stautes, every person has a lifetime 
exemption of $30,000 and married couples have a lifetime exemption 
of $60,000, or in other words can give away $30,000, or if married 
$60,000, tax-free;'® in addition, there is an annual “exclusion” of 
$3,000 (or $6,000 for married persons) for each gift of a present in- 
terest.2° A gift of a “future interest” does not qualify for the annual 
exclusion. Any gift which the donee does not have a present right to 
enjoy or possess in full is the gift of a “future interest.” The term 
“future interest” does not have the same meaning in gift taxation as 
it does in the law of real property and conveyancing, and therefore it 
is not necessary to resort to all the property law subtleties to determine 
whether a particular gift is one of a future interest. For purposes of 
the gift tax, the donee must be able to possess or enjoy the gift im- 
mediately if the donor is to be able to take advantage of the annual 
exclusion. 

The outright gift of an insurance policy which transfers all the 
incidents of ownership to the donee will qualify for the annual ex- 
clusion.*? Where the value of the policy exceeds the amount of the 
exclusion, it may still be possible to take full advantage of the exclu- 
sion provision by splitting the policy into two or more policies. For 
example, if a grandfather entitled to an annual exclusion of $6,000 
wishes to give an insurance policy having a value of $12,000 to his 
two grandsons, he may make arrangements with the insurance company 
to split the policy into two policies, each having a value of $6,000, and 
then make a gift of the separate policies to the grandchildren. Or, if 
the insurance company should refuse to split the policies, the same 
result could be achieved by the owner borrowing a sufficient amount 





17 Treas. Reg. § 25.2511-1(h)(8) (1958). 

18 Treas. Reg. § 25.2512-6 (1958). 

19 Int. Rev. Code of 1954, §§ 2513, 2521 and 2523. 

20 Int. Rev. Code of 1954, § 2503(b). 

21 Rev. Rul. 55-408, 1955-1 Cum. Bull. 113; Treas. Reg. §§ 25.2503-3(a), 25.2503- 
3(c), example (6) (1958). 
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on the policy to bring its value down to the amount of the annual 
exclusion and then making a gift of the policy. In later years, the 
donor could repay the loan by making cash gifts to the donee, or mak- 
ing direct payments to the insurance company, which would qualify for 
the annual exclusion. The possible disadvantage of this latter plan is 
that the donor by borrowing on the policy may incur an obligation 
for interest on money for which he has no present need. 

In order to keep the gift tax to a minimum, it is sometimes sug- 
gested that older policies with a high cash surrender value be retained 
and that newer policies with a lesser value be transferred; or that the 
insured should take out a new policy with little or no cash surrender 
value and then transfer the newly issued policy to the donee. This 
latter plan is practicable, however, only if the insured is still insurable 
and the premium cost is not prohibitive. 

There are some obvious disadvantages to outright gifts of in- 
surance policies, aside from the possible gift tax burden. If a husband 
makes a gift of a policy on his life to his wife and a marital rift later 
develops, the wife will be able to keep the policy as her own entirely 
apart from the provisions of any divorce decree or property settlement. 
A gift of an insurance policy with a substantial cash surrender value 
to a minor or an improvident child who has the unfettered right to 
withdraw the cash surrender value or borrow on its security may be 
subsequently regretted. Or ownership of the policy might pass from 
the donee to a son-in-law or daughter-in-law by decree of a divorce 
court. 

There are also complications if a policy given to a wife or a child 
later returns to the donor by will or by intestacy upon the donee’s 
death. The cash surrender value of the policy is included in the 
donee’s taxable estate. A second gift of the policy by the donor in 
order to keep the proceeds out of his estate may result in a second gift 
tax on the policy. Moreover, the reacquisition by a husband of a policy 
upon his life at the death of the wife is particularly inopportune, since 
it increases the husband’s potential taxable estate at the very time his 
estate loses the benefit’ of the marital deduction. 

An outright gift of the policy removes the proceeds from the 
donor’s estate, but those proceeds, if kept intact or invested in other 
property which is on hand at the donee’s death, will be included in 
the donee’s estate. Thus, in such a case, a gift of the policy does not 
necessarily eliminate the estate tax on the insurance proceeds; it 
merely shifts the tax from the donor’s estate to the donee’s estate. 

Many of the objections to outright gifts can be eliminated by the 
use of insurance trusts. If a trustee rather than a donee is vested with 
all the legal incidents of ownership during the lifetime of the insured, 
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it is possible to keep a policy from passing into unfriendly hands or 
prevent its value from being dissipated by a spendthrift child. More- 
over, by the use of a trust an estate tax upon the death of the life 
beneficiary of the trust may be avoided. The imposition of an estate 
tax may be deferred to the death of the grandchildren and by that 
time the proceeds may be spent or divided into so many small portions 
that the estate tax would not be significant. But there are also some 
disadvantages to an insurance trust which we will now examine more 
closely. 
INSURANCE TRUSTS 


The insurance trusts with which we are here concerned are inter 
vivos trusts. Insurance trusts may be either revocable or irrevocable 
and also may be either funded or unfunded. By a funded trust is 
meant a trust which contains in addition to life insurance policies, 
securities or other property which will yield sufficient income for the 
payment of premiums on the life insurance policies. The corpus of 
an unfunded trust will consist of life insurance policies and possibly 
other property of a relatively insignificant amount. The premiums on 
the policies in an unfunded trust are paid not from income of the 
trust, but by the insured or the owner or beneficiary of the policies. 


Revocable Unfunded Trusts 


A very popular device today is the revocable unfunded insurance 
trust. Under this form of trust, the insured creates a trust during his 
lifetime which will receive at. his death the proceeds of insurance upon 

his life. The trustee is designated as the beneficiary and is given 
physical possession of the policy. 

To remove any challenge to the legal sufficiency of the trust on 
the ground that the insurance policy is a mere “expectancy” and that 
therefore the trust has no “corpus,” other property, such as a savings 
bond or cash, may also be transferred to the trustee. The insured 
retains most of the incidents of ownership in the policy, including the 
right to surrender, to borrow on the security of the policy, to change 
the beneficiary or to revoke the trust and regain possession of the 
policy. The trust instrument will provide that the trustee is authorized 
to receive assets in addition to the insurance proceeds, and particularly 
property that will be transferred or “poured-over” from the insured’s 
probate estate. The trustee is also usually authorized to make advances 
to or purchase property from the insured’s executor in order to pro- 
vide the estate with liquid funds to pay debts and taxes. The terms 
of the trust instrument may provide in great detail for the disposition 
of the insured’s estate, including the usual marital deduction and non- 
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marital deduction trust provisions. The trust instrument thus substi- 
tutes in large part for a will. Where the terms of the trust are detailed 
and explicit, the will is usually very brief, designating an executor 
with the standard powers, making specific disposition of the testator’s 
household goods, personal effects and residence property, and be- 
queathing the residue to the trustee of the insurance trust. 

The revocable insurance trust may also be made the receptacle 
for non-probate assets other than insurance, such as death benefits 
payable under qualified pension or profit sharing plans. These benefits 
are, to the extent of the employer’s contribution under the plan, free 
of the federal estate tax as a general rule, but this important exemp- 
tion is lost if the employee designates his estate as beneficiary.” By 
designating the trustee as beneficiary the exemption may be preserved. 

There are practical advantages to a revocable insurance trust. The 
trust will not be subject to the continuing supervisory jurisdiction of 
the probate court; and if it is an important consideration the major 
testamentary disposition of the testator will not be a matter of public 
record. To the extent that the decedent’s assets do not pass through 
the probate estate, there will be a saving in administration expenses. 
The standard settlement options available in insurance policies may 
not be flexible enough to meet the needs or plans of the insured; under 
a trust arrangement the methods of distribution of principal or in- 
come to the beneficiary are practically unlimited, restricted only by 
the ingenuity of the insured or his advisor. The power of the trustee 
to sprinkle income among the beneficiaries of the trust—distributing 
income to those who need it and withholding income from those who 
have no need for it and are already in a high tax bracket—will usually 
result in income tax advantages to the beneficiaries. The proceeds of 
the insurance policies may be invested by the trustee to yield a higher 
rate of return than would ordinarily be available under standard settle- 
ment options, and thus the trust fund may serve as a valuable hedge 
against inflation. 

Legally speaking, the validity of the pour-over revocable trust 
seems to be rather génerally recognized, although its status is not as 
clear in some jurisdictions as in others. An Ohio court of appeals 
has ruled that insurance proceeds payable to a testamentary trustee 
lose their exempt status under the Ohio inheritance tax laws, at the 
same time expressly stating that the exemption statute contemplated 
the creation of a trust inter vivos.** Another Ohio court of appeals 
has ignored an amendment to an inter vivos trust where the amend- 
ment was made after the execution of a will designating the trustee 





22 Int. Rev. Code of 1954, § 2039(c); Treas. Reg. § 20.2039-2(b) (1958). 
23 In re Rothenbuecher, 76 Ohio App. 425, 64 N.E.2d 680 (1945). 
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as beneficiary.** This suggests the advisability of a codicil to the will, 
republishing it after amendments to the trust, in order to validate the 
pour-over from the probate estate upon the amended terms. 


In cases where the grantor of the trust is the insured as well as 
the owner of the policy, the tax effects of the revocable insurance 
trust, with the one exception mentioned later, appear to be negative; 
that is to say, there are no tax advantages or disadvantages compared 
with outright ownership of the policy during lifetime and payment 
under one of the settlement options at death. The grantor of the 
trust must pay premiums out of income which has already been sub- 
jected to tax and there is thus no saving in income tax. Because the 
trust is revocable and the grantor has retained incidents of ownership 
in the policy transferred to the trust, the death proceeds are includible 
in the grantor’s gross estate for federal estate tax purposes. No gift 
tax will be incurred because there has been no absolute divestment of 
ownership of the policy. The tax disadvantage connected with the 
revocable insurance trust is this: if the proceeds of policies are left 
with an insurance company for payment under one of the installment 
options, up to $1,000 of the interest element included in such payments 
may be excluded from taxable income when the payments are made 
to a widow or widower.*> This $1,000 exclusion is lost if the proceeds 
are paid over by the insurance company to the trustee who, in turn, 
distributes them to the widow or widower. 

In most revocable insurance trusts the grantor of the trust is the 
insured as well as the owner of the policy. It is possible, of course, that 
the owner of the policy and the grantor of the trust may be someone 
other than the insured. Where the insured and the owner and the 
beneficiary are three different persons, there is a gift tax pitfall which 
exists whether or not a trust is employed. If, for example, the wife 
takes out an insurance policy on the life of the husband, the wife 
retaining all incidents of ownership in the policy, with their children 
being named as beneficiaries of the policy, the wife is considered to 
have made a taxable gift to the children of the full amount of the 
insurance proceeds at the time of the death of the husband.*® The 
theory is that the right of the policy owner, the wife, to revoke the 
beneficiary is cut off by the death of the insured and that at this junc- 





24 Koeninger v. Toledo Trust Co., 49 Ohio App. 490, 197 N.E. 419 (1934). How- 
ever, a recent decision by the Supreme Judicial Court of Massachusetts has held that 
property passed under the terms of a trust which was amended after date of execution 
of the will. Second Bank—State Street Trust Co. v. Pinion, 170 N.E.2d 350 (Mass. 


1960). 

25 Int. Rev. Code of 1954, § 101(d). 

26 Goodman v. Comm’r, 156 F.2d 218 (2d Cir. 1946), affirming, 4 T.C. 191 
(1944). 
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ture the wife makes an irrevocable gift of the policy proceeds to the 
children. The case in which this proposition was formulated involved 
a revocable life insurance trust but the rationale would be applicable 
even if no trust was involved. The irony of the holding is that the 
wife becomes liable for a substantial gift tax upon proceeds that never 
come into her possession. 

It may be possible to avoid the gift tax in the above situation by 
providing that upon the death of the husband and the payment of the 
insurance proceeds, the trust becomes irrevocable but is subject to 
a power in the wife by will to change the interests of the children as 
beneficiaries. This should prevent any gift tax when the proceeds are 
paid to the trustee, since the interest of any one beneficiary can not 
be fixed with certainty at that time. The same trust instrument might 
provide for the payment of income to the wife for her life, with the 
right to invade principal for her medical care and support, and after 
her death for the payment of income to the children for stated periods, 
after which the children or grandchildren could take the principal. 

If the wife should create a revocable insurance trust with a policy 
upon her husband’s life, and then should die before the husband, there 
is the difficulty we have mentioned before in discussing outright gifts 
of policies—the policy may return to the husband and increase his 
potential estate at the very time he loses the benefit of the marital 
deduction. This problem may be solved if the wife has income produc- 
ing assets sufficient to pay the premiums on the policies after her 
death. These assets might be transferred to the trust during the life- 
time of the wife—in which event the trust would be funded—or might 
be left to the trust by the wife’s will. The trustee would have all inci- 
dents of ownership in the policy after the wife’s death, and the pro- 
ceeds would therefore not be includible in the husband’s estate. If 
the wife has no separate assets of her own, it has been suggested that 
she might carry insurance on her life in an amount sufficient to provide 
funds for the payment of premiums on the policy on the husband’s 
life after her death. 

If upon the death’ of the wife, there are no assets available in the 
wife’s estate to pay the premiums, the husband may of course keep the 
policy in effect by paying the premiums to the trustee, but in this 
event the payments would constitute gifts of future interests which 
would not qualify for the annual exclusion.” The loss of the annual 
exclusion may be important enough to warrant a decision against the 
establishment of a trust, if the wife has no income producing assets 
or is unable to take out insurance on her life to provide funds for her 
estate to carry the insurance on her husband’s life. In the event no 





27 Rev. Rul. 55-408, 1955-1 Cum. Bull. 113. 
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trust is established, the wife may bequeath all incidents of ownership 
in the policies to the children. If the husband survives, he can then 
keep the policy in effect by paying the premiums. These premium 
payments will qualify for the annual exclusion because the children, 
or their guardian, will have full and present rights of ownership in 
the policies. 

The Unfunded Irrevocable Trust 

In the unfunded irrevocable insurance trust, the corpus of the 
trust will consist of life insurance policies which the insured or the 
owner has transferred or assigned irrevocably to the trustee. The 
trust instrument will provide that the trustee is vested with all right, 
title and interest in the policies and the trustee will be authorized to 
exercise all options and privileges under the policy. The trustee will 
be under no obligation to pay premiums on the policy because there 
will be no funds in the hands of the trustee that can be used for such 
purposes. Upon the death of the insured, the trustee will receive the 
proceeds of the policy and hold them under the terms of the trust. 
Usually the trust instrument will provide that the trustee is authorized 
to purchase assets from the estate of the insured at a fair value, thus 
providing a source of liquid funds to meet debts and obligations of the 
insured’s estate. 

The creation of an irrevocable unfunded insurance trust does 
not create any income tax problems nor provide any income tax ad- 
vantages, because the premiums on the policies will continue to be 
paid by the insured or the owner or beneficiary of the policy out of 
his own previously taxed income. In other words, insofar as the pay- 
ment of premiums is concerned, the grantor of the trust is in exactly 
the same position as if no trust had been created. 

With respect to the federal estate tax, while the death proceeds 
will not be included in the decedent’s gross estate if he has completely 
and absolutely divested himself of all incidents of ownership in the 
policies during his life, and while there is now no payment of premium 
test, there is still a danger that at least a part of the death proceeds 
may be taxable if the insured continues to pay the premiums after the 
transfer of the policy. This danger arises because the payment of 
premiums by the insured within three years of his death may be con- 
sidered to be a transfer “in contemplation of death.” Section 2035 
of the Internal Revenue Code of 1954 provides that the value of the 
gross estate shall include all property which the decedent transferred 
during his life by trust or otherwise, in contemplation of his death. 
Any transfer within a period of three years of the date of death is 
deemed to have been made in contemplation of death unless the bene- 
ficiaries or the estate can show the contrary. On the other hand, any 
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transfer that is made more than three years before death is conclu- 
sively presumed not to have been made in contemplation of death. 

Suppose an insured took out a policy of insurance on his life and 
immediately thereafter transferred the policy irrevocably to a trustee 
but continued to pay the premiums until his death which occurred 
within two years of the date of the transfer of the policy to the trust. 
There are several ways of viewing these payments. One view would be 
that the only gift in contemplation of death was the gift of the two 
annual premiums paid by the insured before he died. Another view 
would be that the only gift in contemplation of death was the cash 
surrender value of the policies at the time of the transfer. A third 
possible view would be that since the entire amount of the proceeds of 
the policy receivable by the beneficiary were attributable to the pre- 
miums paid within three years of death, the full amount of the death 
proceeds should be included in the insured’s estate by reason of the 
payment of the premiums. It seems not at all unlikely that this third 
view is the one which would be accepted by the courts in the example 
just given. The United States Court of Appeals for the First Circuit 
has held that where the insured paid a portion of the premiums on the 
policy, then made a gift of the policy and thereafter the beneficiary 
paid the premiums, there should be included in the insured’s estate 
that portion of the insurance proceeds attributable to the premiums 
paid in contemplation of death.** Where the beneficiary pays no 
premiums after the transfer and the insured dies within three years, it 
would follow that the entire amount of the proceeds would be includible 
in the insured’s estate. 

Looking now at the gift tax aspect, under the terms of the usual 
insurance trust the beneficiaries will have no rights in the policy until 
it matures, when the death proceeds become available to them. Dur- 
ing the lifetime of the insured, rights of ownership, such as the right 
to the cash surrender value, etc., will be vested in the trustee. Since 
the beneficiary does not have a present right to the trust property, the 
gift is one of a future interest.*” The denial of the gift tax exclusion is 
probably the major tak disadvantage of the irrevocable insurance trust. 

Before determining whether to make a gift of a policy or whether 
to establish a trust, the gift tax status of the donor should therefore be 
thoroughly explored. If the donor has used up his lifetime exemption 
of $30,000 (or $60,000 if married), or if there are other large gifts 
contemplated in the future, then perhaps the loss of the exclusion may 
be considered of sufficient importance to decide against the establish- 
ment of a trust. On the other hand, if the lifetime exemptions are 





28 Liebmann v. Hassett, 148 F.2d 247 (1st Cir. 1945). 
29 See supra note 27. 
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still available, a trust may be desirable. It is well to remember in this 
connection that quite substantial gifts may be made at a very low gift 
tax price. Even without the benefit of the annual exclusion, a married 
couple can contribute $60,000 without incurring any gift tax, and the 
gift tax on the next $40,000 would be only approximately $2400. The 
sum of $100,000 could of course buy a substantial amount of insurance. 

It has been suggested by some that after the gift of the policies to 
the trust, the beneficiary should pay the premiums on the policies. If 
the beneficiary has the funds to make such payments, this is of course 
an ideal arrangement. There are two decisions of the Tax Court hold- 
ing that there is no taxable gift where a person makes payments of 
premiums on policies held in trust for his benefit.*° The principle is 
that one does not make a gift when the contribution works for his own 
financial benefit—or in other words one can’t make a gift to himself. 
The United States Court of Appeals for the Second Circuit has said 
that this rule is valid only where the beneficiary making the payments 
is the sole beneficiary of the policy.*’ If there is more than one bene- 
ficiary, a payment of premiums by one may be partially for the benefit 
of the other; and to this extent there would be a gift to the other. 

In the usual case the beneficiary will probably not have sufficient 
funds to pay the premiums after the transfer of the policy to the trust. 
The suggestion has been made that in this event the donor may make 
a cash gift to the beneficiary which will qualify for the annual exclu- 
sion, and that the beneficiary may then use the cash to pay the pre- 
miums. The thought is that if the cash gift is made without any 
strings attached so that the beneficiary is free to spend the money for 
any purpose he may wish, it is the beneficiary and not the donor who 
is paying the premiums. If the cash were given with the express under- 
standing that it was to be used in payment of the premiums, there 
would be little doubt that the Commissioner of Internal Revenue and 
the courts would view the gift and subsequent payment as one trans- 
action, namely the payment of premiums by the donor. Even if the 
gift of cash is made without any express understanding, the Com- 
missioner may challenge the transaction, particularly if the timing and 
amount of the gift coincide with the due date and amount of the pre- 
mium.** A question of fact would then be presented to a court or a 
jury as to whether the cash gift was made with the implied under- 
standing that it would be applied toward the payment of the premiums. 





30 Pleet v. Comm’r, 17 T.C. 77 (1951); Seligmann v. Comm’r, 9 T.C. 191 (1947). 
31 Berger v. Comm’r, 201 F.2d 171, 43 Am. Fed. Tax R. 144, 53-1 U.S.T.C. {| 10,885 


(2d Cir. 1953). 
32 Cf. Whiteley v. Comm’r, 120 F.2d 782 (3d Cir.), cert. denied, 314 US. 657 


(1941). 
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Summarizing our discussion of the irrevocable unfunded insur- 
ance trust, it would seem that the practical advantages are heavily in 
favor of the trust over the outright gift of a policy. With a trust we 
may guard against the cash value of the policy being squandered by an 
improvident donee and prevent the ownership of the policy from fall- 
ing into unfriendly hands during the lifetime of the donor or trans- 
feror of the policy. Upon the death of the insured, there will be 
much greater flexibility in the administration of the trust than if the 
proceeds had been taken in a lump sum or under one of the standard 
settlement options, and the investment powers of the trustee will be a 
hedge against inflation. The use of a trust eliminates the possibility 
that the insurance policy may come back to the donor if the donee 
should die before the donor, with the consequent disadvantage that 
the value of the policy will be included in the donee’s estate and a 
second gift tax may be incurred if the donor should again transfer the 
policy. Moreover, with a trust an estate tax upon the death proceeds 
may be avoided upon the death of the life beneficiary of the trust. 
There are, in addition, substantial income tax advantages that may 
accrue to the beneficiaries if the trustee is given power to sprinkle in- 
come among them as needed. 

From the standpoint of the income tax status of the donor, there 
are no differences between an outright gift of the policy and the trans- 
fer to an irrevocable unfunded trust. In both instances, if the insured 
or owner of the policy continues to pay the premiums, the premiums 
will come out of income that has already been taxed. 

No estate tax advantage lies with the trust because the proceeds 
of the policy may be removed from the insured’s estate by both an 
outright gift to a donee and an irrevocable transfer of the policy to 
a trustee. In each case, if the insured continues to pay the premiums 
on the policy after the transfer, there is the danger that at least a 
portion of the proceeds of the policy—that is, that portion of the pro- 
ceeds attributable to the premiums paid within three years of death— 
will be included in the decedent’s taxable estate. 

From a gift tax standpoint, the outright gift of a policy to a 
donee has an advantage over a transfer to a trust. In the former case 
the donor is entitled to the benefit of the annual exciusion, whereas a 
transfer of a policy to an insurance trust or the payment of premiums 
on such a policy is considered to be a gift of a future interest which 
does not qualify for the annual exclusion. On the other hand, if the 
donor still has available his lifetime exemption, the gift of a policy and 
the subsequent payment of the premiums may not result in any tax- 
able gifts, depending of course upon the value of the policy and the 
amount of the premiums. In any event, it may be possible to avoid 
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any unfavorable gift tax consequences, at least after the initial transfer 
of the policy to the trust, if the donor contributes cash to the bene- 
ficiary of the policy with no strings attached thereby permitting the 
donee to pay the premiums on the policies himself. However, this 
device may invite a challenge by the Commissioner of Internal 
Revenue. 

Funded Irrevocable Trusts 


In the funded irrevocable trust, an insurance policy or policies, 
together with securities or other property yielding sufficient income 
to pay the premiums on the policies, are transferred irrevocably to a 
trustee. 

If the grantor of the income producing property is also the in- 
sured under the policies held by the trust, the income from the property, 
to the extent it may be used to pay premiums on the policies, whether 
or not it is actually so used, will be taxed to the grantor.** Of course, 
in such a case the grantor would be no worse off than if he had made 
an outright gift of the policies or had transferred them irrevocably to 
an unfunded insurance trust and had continued to pay the premiums, 
since in each case the premiums will be paid from after-tax income. 

The transfer of the policies and of the income producing securities 
will result in gift tax consequence without the benefit of an annual 
exclusion. It is interesting to note that in computing the taxable value 
of the gifts no deduction is allowed for the present value of the income 
that will be taxed to the grantor-insured over the remaining years of 
his life.** . 

From the estate tax standpoint, where the same person is both 
the grantor of the income-producing securities and the insured under 
the policy, there are two considerations to be taken account of: 
(1) Will the transfer to the trust remove the income-yielding securi- 
ties from the taxable estate of the grantor? and (2) Will the death 
proceeds of the policy be included in the grantor-insured’s estate? 
There is no clear-cut answer to either of these questions. We have 
already noted that income of a trust which may be used to pay pre- 
miums on a policy on the life of the grantor is taxable to the grantor. 
There are some authorities who feel that since the grantor is treated 
as the owner of the trust income for purposes of income taxation, 
this is the equivalent of a retained life interest in the policy and there- 
fore sufficient to bring both the securities and the death proceeds into 
the grantor’s taxable estate under section 2036 of the Internal Revenue 





33 Int. Rev. Code of 1954, § 677(a) (3). 
34 Beck v. Comm’r, 129 F.2d 243, 29 Am. Fed. Tax R. 809, 42-2 U.S.T.C. J 10,195 


(2d Cir. 1942). 
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Code. Apparently there is no case directly in point. The question was 
adverted to but not decided in Beck v. Comm’r.*” Other authorities 
argue, with considerable persuasion it would seem, that the premium 
payment test was done away with by the 1954 Code and that therefore 
it is now irrelevant, at least for purposes of determining whether the 
death proceeds are subject to the estate tax, that income which may 
be used for premium payments is taxable to the grantor. 

It may be contended with some reason that the insured retains no 
right to the income of a funded irrevocable trust even though it is 
taxed to him. The argument would be that, realistically speaking, the 
income originated with the trust rather than with the insured; that the 
grantor had parted with all incidents of ownership in the property 
which generated the income for the premium payments; that the trans- 
fer of the income yielding securities was subject to a gift tax; and that 
regardless of the income tax treatment of the premiums, the insured 
had no control over the property that produced the income or the in- 
come itself. If this view is correct, a funded irrevocable insurance trust 
may well serve to eliminate or minimize the risk of the death proceeds 
being included in the grantor’s estate as attributable to premiums paid 
in contemplation of death, since the premiums would not have been 
paid by the insured but by the trust. 

Whatever may be the merits of a funded irrevocable trust where 
the same person is both the grantor and the insured, a more common 
use of this type of trust is in cases where the grantor is not the insured. 
An example of this latter use is the grandfather-grandson trust where 
the grandfather takes out insurance on the life of his son, and transfers 
the policy and property yielding sufficient income to pay the premiums 
on the policy to a trust of which the grandchildren are beneficiaries. 
By this arrangement the grandfather has removed from his taxable 
estate the value of the securities transferred to the trust as well as the 
cash surrender value of the policy. This savings in estate tax is again 
achieved at the expense of a gift tax. Thereafter, the income yield of 
the securities will be taxed to the trust rather than to the grandfather. 
Since the trust is usually in a lower bracket, it may be expected that 
there will be a substantial savings in income tax. Upon the death of 
the son, the insurance proceeds will not be included in his estate since 
he possessed no incidents of ownership in the policy. If the grand- 
father should happen to die within three years of the establishment 
of the trust, none of the insurance proceeds will be included in his 
estate, since the grandfather is not the decedent-insured. Of course, 
the value of the securities, as distinguished from the insurance pro- 





35 Compare Treas. Reg. § 20.2036-1(b)(2) (1958) with the opinion in Beck v. 
Comm’r, supra note 34. 
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ceeds generated by the income from the securities, might be included 
in the grandfather’s estate as a gift made in contemplation of death 
if he doesn’t live for three years after the transfer. 


Another rather common use of the irrevocable funded trust is for 
a husband to make an irrevocable transfer of life insurance policies on 
his life to a trust, while his wife, at the same time, contributes securities 
yielding sufficient income to pay the premiums on the policies, with 
their children being named as beneficiaries of the trust. In this case 
the grantor of the income-producing property, the wife, and the in- 
sured, the husband, are not the same; therefore, the income from the 
securities will be taxed to the trust and not to the grantor of the 
securities. An income tax savings is thus accomplished by the shift 
of income from the high-bracket wife to the low-bracket trust and the 
insurance will consequently be purchased at a much lower over-all cost 
than if no trust had been created. The insurance proceeds will not 
be included in the estate of either the wife or the husband. Also, the 
wife will remove from her taxable estate the securities transferred to 
the trust, again at the expense of a gift tax. 


The Short-Term Irrevocable Trust 


Under section 673 of the Internal Revenue Code of 1954, the in- 
come from property that has been placed in trust is taxable to the trust 
(and not to the grantor) if the trust continues in existence for a period 
of at least ten years and the income is not expended or accumulated for 
the benefit of the grantor. . 

Such a short-term trust may be availed of to purchase life in- 
surance on the life of some one other than the grantor with income 
that has been taxed to the low-bracket trust instead of the high- 
bracket grantor. The income tax savings should be weighed against 
the gift tax cost on the transfer of the securities or other property to 
the trust. The value of the gift, for purposes of the gift tax, will not be 
the full value of the property transferred but only the value of its 
use for the term of the trust. 

A short-term irrevocable trust is sometimes used by a father to 
purchase an endowment policy for the benefit of his minor child in 
order to provide funds for the child’s college education. When the 
child reaches twenty-one or any other specified age not earlier than 
ten years from the establishment of the trust, he receives the policy 
or its proceeds, payable in a lump sum or in installments. Upon the 
termination of the trust, or upon the prior death of the child, the 
corpus of the trust (exclusive of the policy or any accumulated in- 
come) will revert to the grantor. If the child dies before the termina- 
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tion of the trust, the proceeds of the policy and any accumulated in- 
come of the trust should go to persons other than the settlor. 

A short-term irrevocable trust might also be used by a father to 
purchase a life insurance policy at favorable rates on the life of his 
young married son who is struggling to support his family and can not 
carry the necessary amount of life insurance himself at this particular 
period of his life, but should be in a position to take over the payment 
of premiums on the policy ten or eleven years hence. 

If the grantor should die before the termination of a short-term 
trust, the value of his reversionary interest in the trust corpus will be 
includible in his gross estate. 


Group INSURANCE 


One of the most attractive tax bonanzas today is group life in- 
surance. It has been estimated that there is over one hundred billion 
dollars of group life insurance in effect, and considering the tax ad- 
vantages, this is not at all surprising. 

The type of insurance which offers these advantages is group term 
insurance taken out by an employer on a group of his employees. The 
group life insurance program commonly covers a group of employees 
of the same employer, is based on renewable term insurance usually 
on a one year basis, and does not require medical examinations. 

The group covered by the program need not include all, or any 
particular percentage of, the entire work force. The individuals to 
be covered may be chosen on the basis of any reasonable standard 
which does not amount to a hand picking of the particular individuals 
covered. Two limitations, however, apply to selection of the group: 
(1) the standard can not be based on age, race, or sex; thus, a group 
can not be limited to male employees over forty-five; and (2) a mini- 
mum number of employees must be covered. 

Under Ohio law, there must be at least ten employees covered in 
a group insurance program.** There is also a limit on the amount of 
such insurance available to any one employee—$20,000 or $40,000, 
depending upon the annual compensation of the employee.*" 

The tax allurements in such insurance are that the premiums 
paid by the employer to carry the insurance are not taxable as income 
to the employee and yet are deductible by the employer. The basis 
for the favored treatment is not statutory but an administrative ruling 
and a regulation.** Section 1.61-2(d)(2) of the Income Tax Regula- 
tions reads in part as follows: 





36 Ohio Rev. Code § 3917.01(A) (1953). 

87 Ohio Rev. Code § 3917.01(C) (1953). 

38 The basis for the deduction is Law Opinion 1014, 2 Cum. Bull. 88 (1920). 
The basis for the exclusion from income is the regulation referred to in the text. 
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. . . Generally, life insurance premiums paid by an employer on 
the lives of his employees, where the proceeds of such insurance are 
payable to the beneficiaries of such employees, are part of the gross 
income of the employees. However, premiums paid by an employer 
on policies of group term life insurance covering the lives of his 
employees are not gross income to the employees, even if they 
designate the beneficiaries. . . . 


Considering the amount of the before-tax dollars that would have 
to be earned in order to pay the premiums on a $20,000 or $40,000 
life insurance policy, the advantages of group term insurance are 
readily discernible. 

At the present time there is quite a bit of speculation on the 
question whether an insured can remove group term proceeds from 
his taxable estate by assigning all incidents of ownership in the policy 
during his lifetime. The incidents of ownership in group life insurance 
are the same as those in other policies, including the power to change 
the beneficiary, the power to elect a settlement option, etc. and, in 
addition, the privilege of converting the group policy to an individual 
type of policy upon termination of employment. Doubts have been 
expressed whether an employee can dispose of the conversion privilege 
in those states where this is a statutory requirement. By providing 
that the employee shall have the privilege of converting, the legisla- 
ture may have intended to confer a personal privilege upon the em- 
ployee, exercisable by him alone at the time employment terminates; 
if so, any attempt to take away this privilege by assignment before 
termination of employment would be ineffective. It may also be argued 
that the insured retains an incident of ownership by reason of his right 
to quit his job and thus terminate the insurance. The Treasury De- 
partment may also contend that because the insurance involved is 
one year renewable term insurance, a gift of the insurance is made by 
the employee to his transferee each year the insurance is renewed, and 
that upon the death of the employee, the full amount of the proceeds 
should be included in his estate since there was a transfer in contem- 
plation of death in each of the three years preceding death. 

If the employee assigns his group term policy, the Commissioner 
may also attempt to tax the premium payments as income to the 
employee on the ground that the exclusion from income granted by 
the regulations is based primarily upon the employer-employee rela- 
tionship, and that where the ownership of a policy is vested in a non- 
employee the reason for the exclusion no longer applies. 

Paid-up insurance and ordinary life insurance is also available on 
a group basis. The tax incidents of the ownership and purchase of 
such insurance are, however, the same as if the employee were the 
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owner of an ordinary individual life insurance policy upon which his 
employer paid the premiums. The only advantage of such insurance is 
that since it is purchased on a group basis, the premiums are cheaper 
than for individual insurance of the same type. 


SPLIT-DOLLAR INSURANCE 


Another widely discussed insurance plan today is split-dollar 
insurance. Split-dollar insurance splits or divides the cost of life in- 
surance between an employer and his employee. The employer pays 
that part of the annual premium equal to the increase in cash value of 
the policy, while the employee pays the balance of the premium. At 
the maturity of the policy upon the death of the employee, the em- 
ployer recoups his cost from the insurance proceeds, and the balance 
of the proceeds is paid to the beneficiary designated by the employee. 
Since the cash surrender value increases over the life of the policy, the 
amount of the proceeds ultimately payable to the employer increases 
and the amount ultimately payable to the employee decreases the 
longer the policy is in effect. 

The primary advantage of the split-dollar plan is that it provides 
insurance protection to the employee at the time when he needs it 
most—when he is young and his family is growing and the funds 
available for insurance are limited. 

In 1955, the Internal Revenue Service issued a revenue ruling 
giving its blessing to split-dollar plans. Revenue Ruling 55-173 stated 
that the payment of premiums by the employer on split-dollar policies 
would not be considered to be taxable income to the employee.*® The 
premiums paid by the employer are considered by the Internal Revenue 
Service to be an interest-free loan to the employee. The loan is, of 
course, repaid at the death of the employee when the employer receives 
the cash surrender value of the policy. 

The death proceeds of the policy received by the employer and 
the employee’s beneficiary are not included in the taxable income of 
either. The employer’s share of the premium is not deductible as a 
business expense becatise this portion of the premium has been merely 
loaned to the employee. 

There are some cautions which should be observed in the use 
of the split-dollar plan. The revenue ruling speaks only of split-dollar 
insurance on the life of an employee. Whether the Internal Revenue 
Service would be as generous in ruling upon a split-dollar plan for a 
stockholder-officer is a debatable question. So-called loans to share- 
holders are sometimes viewed by the Internal Revenue Service as 
taxable dividends rather than loans. Moreover, if the advance of the 





39 Rev. Rul. 55-173, 1955-2 Cum. Bull. 23. 
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premiums by the employer is in reality a loan, then the corporation 
may be in trouble under section 531 of the Internal Revenue Code 
which imposes a surtax upon a corporation that unreasonably ac- 
cumulates its earnings. Loans to stockholders may be evidence of an 
unreasonable accumulation of earnings, since if a corporation has 
money to lend to its stockholders, it is reasonable to assume it does 
not need all of its funds for use in the business. Therefore, a split- 
dollar insurance plan on the life of a stockholder may be an open 
invitation to a revenue agent to claim that the corporation is unreason- 
ably accumulating its earnings and that the surtax should be imposed. 

The employer is usually designated as the owner of a split-dollar 
policy. It is advisable that rights of the employer and the employee 
in the proceeds of the policy be spelled out in a written agreement 
between the parties. The agreement should provide, among other 
things, that the maximum amount of the death proceeds available to 
the employer will be the total amount of premiums actually paid by 
him. It may well be that the cash surrender value will be greater 
than the total amount of the premiums paid by the employer. This 
could occur where dividends are used to reduce premiums and are 
added to the reserve of the policy or where there has been a waiver of 
premiums because of disability. In these instances payment of the full 
surrender value would result in a windfall to the employer. The agree- 
ment will also provide that the employee may buy out the employer’s 
interest for the cash surrender value if the employee leaves or retires. 


BANK LOAN AND MINtmMuM Deposit PLANS 


Finally, brief mention will be made of bank loan and minimum 
deposit plans for the purchase of life insurance, which enjoy a cer- 
tain popularity particularly among high-bracket taxpayers. 

In essence, such plans involve the borrowing from a bank, or from 
the insurance company which issues the policy, the increment in the 
cash surrender value of the policy each year in order to pay the 
premiums then due. An income tax advantage arises by reason of the 
tax-free accumulation of interest on the savings or investment element 
of the policy (or in other words, the reserve or cash value), while at 
the same time the borrower gets, or hopes to get, a deduction for the 
interest paid on the loan. 

A recent decision by the Supreme Court of the United States, 
in a case involving the purchase of single premium annuity policies 
with borrowed funds, held that the interest deduction claimed by the 
taxpayer should be disallowed because the transaction lacked “eco- 
nomic substance.”*® Whether this decision applies to purchase of 





40 Knetsch v. United States, 364 U.S. 361 (1960). 
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insurance with borrowed funds has been the subject of recent com- 
ment and speculation.‘ In any event, before a purchase of life in- 
surance is made under the bank loan or minimum deposit plan, the 
client would be well-advised to have some sound economic reasons 
in addition to tax saving motives, if it is hoped to preserve the in- 
terest deduction. 





41 See 14 Journal of Taxation 160 (March, 1960); and 18, N.Y.U. Inst. on Fed. 
Tax. 479, 492 (1960). 











PRIVATE ANNUITIES 


SHELDON V. EKMAN* 


In recent years considerable interest has been manifested by 
estate planners in various forms of annuity contracts, because of the 
special tax treatment afforded annuities by the Internal Revenue 
Code. An annuity has traditionally been defined as “a yearly sum 
stipulated to be paid to another in fee, or for life, or years, and 
chargeable only on the person of the grantor,’ yet for tax purposes 
the statutory definition did not include payments for a fixed period 
of years until the 1954 Code. 

It is desirable for present purposes to distinguish between com- 
mercial and non-commercial or private annuities. The former term 
refers to an annuity contract issued for cash by an insurance or other 
company regularly engaged in the business of issuing such contracts, 
the terms or cost of which are fixed according to generally accepted 
actuarial or mortality tables. The term “non-commercial” or “private” 
annuity, as used herein, may be defined generally as including all other 
arrangements pursuant to which cash or other property is transferred 
in exchange for the undertaking of the transferee to make payments 
for a term certain or for the life of the transferor. 

The foregoing two types of annuity are of course not susceptible 
of a sharply defined line of separation, and certain kinds of annuities 
may indeed share some of the characteristics of both commercial and 
non-commercial types. For example, contributory pensions or em- 
ployees’ annuities paid by an employer may or may not be funded 
by an insurance company, and may or may not be computed in ac- 
cordance with actuarial tables or tables of mortality. 

Under the provisions of the Internal Revenue Code of 1939? an 
annuitant was taxed each year upon so much of the payment received 
as equalled 3% of the consideration he had paid for the annuity; the 
remainder of each annual payment was free of tax until such time as 
the excluded amounts equalled his cost. Once cost was recouped, the 
entire amount received was thereafter subject to tax. Under this rule, 
it often occurred that annuitants died before they had recovered their 
costs tax-free. 

In order to provide a more equitable method of taxing annuities, 
Congress made substantial changes in the statute when it enacted 





* Member, New Hampshire and New York Bars; Lecturer, New York University 
Annual Institute on Federal Taxation since 1950; Dickinson College Institute on Federal 
Taxation; Rutgers University Law School Tax Institute. 

1 Coke, Littleton, *144; Kent, Commentaries *460. 

2 Int. Rev. Code of 1939, § 22(b)(2). 


279 











280 OHIO STATE LAW JOURNAL [Vol. 22 


section 72 of the Internal Revenue Code of 1954. As a result, under 
present law, the annuitant is entitled to receive tax-free a portion of 
each annual payment equal to the ratio computed by dividing his cost 
by his life expectancy at the annuity starting date. The annuitant is 
allowed to exclude the amount computed by the use of this exclusion 
ratio from taxable income annually, even if he outlives his life ex- 
pectancy. The remainder of each annual payment is taxed as ordinary 
income. The provisions of section 72 appear more likely to allow a 
greater proportion of annuitants to recover their full costs tax-free 
than did the old 3% rule. Furthermore, since under the new provision 
the taxable amount remains constant, the former sharp increase in 
taxable income, once cost has been recouped, is eliminated. 

With respect to commercial annuities purchased from insurance 
companies or private annuities purchased for cash, the statutory rules 
are clear and present few, if any, problems. But the usual non-com- 
mercial or private annuity transaction contemplates the transfer of 
property by the annuitant, and in arrangements of this type vexing 
problems often inhere. One of the first problems is that of determining 
the cost of the annuity in order to compute the exclusion ratio. Even 
if it be assumed that the fair market value of the transferred property 
at the date of transfer determines the cost of the annuity—and such 
an assumption is not always safe—the determination of that value is 
frequently difficult, and there is no assurance that a value so arrived 
at will be acceptable to the Internal Revenue Service upon audit as 
establishing the cost of the annuity. 

In spite of their complexity, private annuities have a definite 
utility in appropriate situations, and, if employed with proper knowl- 
edge of the problems involved, have a place in estate planning. How- 
ever, it should not be forgotten that the creation of such an annuity 
will carry tax consequences not only for the annuitant, but also for the 
transferee of the property who pays the annuity. Moreover, a con- 
sciousness of estate tax problems of the annuitant is not enough, for 
the transaction may have income or gift tax consequences for him as 
well. And in some inStances, the annuitant and the payor of the an- 
nuity may have divergent interests; for example, if appreciated prop- 
erty is transferred, the annuitant might wish to avoid tax on capital 
gain by treating the appreciation as a gift, whereas the payor might be 
better served by treating it as consideration, since he would thereby 
acquire an increased basis for the property. 

Private annuities may take several forms: perhaps the simplest 
type involves the transfer of income-producing property by an elderly 
parent to his children in exchange for a fixed annual amount to be 
paid for the life of the parent. A variation of this arrangement sets 
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no specific annual amount but involves merely the promise of the 
children to support the parent for his lifetime. A more recent arrange- 
ment which has acquired considerable notice is the type of private 
annuity offered by a charity (often a college or university) whereby 
the charity undertakes to pay an annuity for the life of the transferor 
of property; current limitations in this area will be discussed later. 
Still another form which, while not ordinarily called a private annuity, 
comes within the term is a trust, testamentary or inter vivos, whereby 
the beneficiary is given the right to invade principal each year in an 
amount which will consume the entire corpus of the trust over the 
normal expectancy of the beneficiary’s lifetime. 

Before discussing the specific tax treatment and problems of 
private annuities, it is proper to observe that the creation of a private 
annuity gives rise to certain practical problems for the parties. For 
instance, if appreciated property is transferred and a gift tax is 
incurred, the annuitant is at once faced with the practical problem of 
securing the funds with which to make payment of the gift taxes. If 
the only source of income of the annuitant is the very property which 
he transfers, this poses a serious problem. One solution may be to 
have the transferee assume the burden of the gift tax to be paid, either 
by having the transferee pay the tax directly out of the income of the 
property or by having him make larger annual payments to the 
transferor. 

From the viewpoint of the annuitant there is another serious 
practical risk involving his lack of security if the transferee sells or 
otherwise disposes of the income-producing property. It is of course 
true that the annuitant has available to him the usual legal remedies 
which any obligee has in the event of a breach of contract. But the 
tangible benefits to be derived by invoking those remedies will be of 
cold comfort indeed if the obligor, having transferred the property, 
is without other assets from which to make the annuity payments. Yet 
at the same time it may be difficult, as a practical matter, to impose 
effective restraints on alienation, and, what is even worse, any attempt 
to impose such restraints in order to provide a security device for the 
annuitant carries with it the danger that the Internal Revenue Service 
may regard the security device as a right of reverter which will render 
the value thereof includible in the annuitant’s estate. 

Changes in the economy may pose other potential difficulties in 
the use of private annuities. The yield from the property transferred 
may be drastically diminished through changes in the interest rate or 
other similar factors, and if an economic downtrend continues long 
enough or if a change in the particular business occurs, the income 
from the property may cease entirely. In this connection the trans- 
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feror must consider whether or not he should retain any right to com- 
pel the payor to dispose of the property or to mortgage it and to re- 
invest the proceeds in other property which will provide sufficient 
income out of which he may discharge his obligation to the annuitant. 
Such questions are not properly tax matters, but before any private 
annuity transaction is recommended, careful consideration should be 
given to all the practical aspects by both the annuitant and the trans- 
feree and their professional advisors. 


INCOME Tax CONSEQUENCES 


The income taxation of the annuitant in a private annuity is 
governed by the same rules as those applicable to a commercial an- 
nuity, i.e., the annuitant is entitled to exclude from income annually 
the amount computed by dividing cost by his life expectancy. But the 
Commissioner draws a distinction between a commercial annuity and 
a private annuity with regard to the determination of cost. The In- 
ternal Revenue Service considers that a private annuity transaction 
actually consists of two steps: (1) a sale of the property, and (2) a 
purchase of an annuity with the sales proceeds. The adoption of 
the sale-purchase theory by the Commissioner is embodied in 
Revenue Ruling 239% and consistent therewith, the Commisioner 
requires that the fair market value of the property at the date of 
transfer, rather than the adjusted basis of the annuitant in the 
property, be used as the cost of the annuity. 

It appears to be well settled that no gain is realized at the date 
of transfer* and accordingly no tax is then payable. The courts reach 
this result because the unsecured promise of the transferee is con- 
sidered to be without ascertainable fair market value, since there is 
no assurance that he will be able to make the annual payments. Reve- 
nue Ruling 239, supra, adopts this approach, citing cases such as 
Hill’s Estate v. Maloney,® which involved transfers of property to 
individual members of the annuitant’s family. These cases are based 
on a rationale which is supportable on their particular facts, but there 
is some question as to how far they may be applicable to different 
facts. For example, while the naked unsecured promise of an 
individual is held to have no ascertainable fair market value, is this 
true also of the promise of a trustee? And compare the trustee of a 
trust whose only res is the property transferred with one whose 
trust owns substantial assets and has large other income out of which 





3 1953-2 Cum. Bull. 53. 

4 Comm’r v. Estate of Bertha F. Kann, 174 F.2d 357 (3d Cir. 1949); J. Darsie 
Lloyd, 33 B.T.A. 903 (1936). 

5 58 F. Supp. 164, 33 Am. Fed. Tax R. 479, 45-1 U.S.T.C. J 9102 (D.N.J. 1944). 
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annuity payments may be made. It has been suggested that the 
promise of any promisor (whether an individual, trustee or corpora- 
tion) who is not engaged in the business of writing annuities is with- 
out ascertainable fair market value, regardless of the solvency or net 
worth of the promisor.* But this seems to go beyond the rationale of 
the cases cited to support the proposition. The use of a trust has al- 
ready proved dangerous for estate tax purposes,’ and it is well to 
view the estate tax cases as a guide to potential income tax conse- 
quences. One thing is certain: if the payor is a commercial insurance 
company, the annuitant will be taxed when the annuity contract is 
received by him.* The unsettled problem is at what point between the 
promise of an individual transferee and that of a commercial insurance 
company the line of taxability begins. 


Transfers of Appreciated Property 


The effect of the foregoing rules is that the annuitant under a 
private annuity is taxed only at the times and to the extent that 
he receives payment, and then his tax is governed by the provisions 
of section 72 of the Internal Revenue Code of 1954. This treatment 
is especially helpful to the transferor of appreciated property since 
the tax on his capital gain is postponed and spread. The annuitant 
is permitted to exclude from each payment the amount computed 
by dividing his life expectancy into the fair market value of the 
property, which is deemed to be his cost. The remainder of each 
annual payment is subject to tax as ordinary income. When the 
original cost basis of the property has been fully recouped through 
annual exclusions, the previously excludable portion is taxed each 
year as capital gain until the full amount of appreciation has been 
taxed; thereafter, the excludable portion resumes its tax-free character. 

Consistent with the theory that no closed transaction has taken 
place at the date of transfer of appreciated property in exchange for 
an annuity, so that no gain is then realized, the courts hold that any 
loss incurred upon the transfer is not deductible in the year of ex- 
change.*® This result follows logically from the basic assumption 
that the promise of the payor is without ascertainable fair market 
value from which the amount of any loss can be computed. More- 
over, the courts reason that the annuitant has not entered into the 





6 See 10 Journal of Taxation 324 (June, 1959). This is based on cases such as those 


cited supra note 4. 

7 Updike v. Comm’r, 88 F.2d 807, 19 Am. Fed. Tax R. 194, 37-1 US.T.C. J 9170 
(8th Cir. 1937). 

8 Morse v. Comm’r, 202 F.2d 69, 43 Am. Fed. Tax R. 257, 53-1 U.S.T.C. { 9202 
(2d Cir. 1953). 

® Evans v. Rothensies, 114 F.2d 958, 40-2 U.S.T.C. {| 9681 (3d Cir. 1940). 
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transaction for profit. This latter conclusion does not bear close 
scrutiny, for the transferee has been allowed to deduct as losses the 
payments made by him in excess of the value of the property trans- 
ferred, upon the specific rationale that the transaction was one 
entered into for profit by the transferee.*° But the annuitant is not 
allowed any loss deduction, either at the date of transfer, or at death 
in the event that he fails to live long enough to recoup his cost of 
the annuity,’ because the courts insist that he has not entered into 
a profit-motivated transaction. Yet there is apparent agreement that 
if the property is sold and thereafter the annuitant fails to live long 
enough to receive payments equal to the value of the property, the 
transferee-payor is in receipt of taxable income.’” 


Income Tax Problems of the Transferee 


Revenue Ruling 55-119 prescribes rules for the treatment of 
basis problems by the transferee and for the determination of gain 
or loss. These questions are complex and there are still areas in 
which the applicable rules are not easily determinable, in spite of 
the Commissioner’s comprehensive ruling. In at least one important 
aspect the ruling is in conflict with the Sheridan case; yet the ruling 
does not mention that case, even though the Commissioner’s acquies- 
cence in the decision has been published. 

The Commissioner adopts the premise that where the transferee 
is not in the business of writing annuities, there can be no closed 
transaction until the death of the annuitant. Accordingly, there can 
be no determination of the cost of the property to the transferee until 
he is released from his obligation to make payments by the death of 
the annuitant. The total amount of payments actually made during 
the life of the annuitant is then fixed as the cost of the property. 

It is at once obvious that this rule will be inadequate where 
business property is transferred, since the transferee must know his 
basis immediately in order to compute depreciation. The ruling pro- 
vides that basis in such case shall be the actuarial value of the pay- 
ments which the transferee is obligated to make over the annuitant’s 
life expectancy, and permits depreciation of such basis until the 
transferee’s actual annuity payments have equalled the amount of 
basis so computed. If payments continue thereafter, the additional 
annuity payments may be added to basis for depreciation purposes. 
This latter provision overlooks the Tax Court’s ruling in Sheridan, 





10 Donald H. Sheridan, 18 T.C. 381 (1952). 

11 Industrial Trust Co. v. Broderick, 94 F.2d 927, 20 Am. Fed. Tax R. 1021, 38-1 
US.T.C. J 9136 (1st Cir.), cert. denied, 304 US. 572 (1938). 

12 Donald H. Sheridan, supra note 10; Rev. Rul. 55-119, 1955-1 Cum. Bull. 352. 
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which allows the deduction of annuity payments in excess of basis 
as losses in the year paid. Upon the death of the annuitant, the 
ruling provides that the total of actual payments shall be the basis 
for subsequent depreciation. 

Under the Commissioner’s ruling it is possible to have three 
different cost bases for depreciation, and thus three different amounts 
of annual deduction for depreciation on the same property. The 
Sheridan rule, on the other hand, by allowing payments in excess of 
basis to be deducted as losses in the years paid, maintains the amount 
of depreciation deduction at a constant figure. 

In the event of sale or disposition of the property after the 
death of the annuitant, the cost basis is the total of annuity pay- 
ments made by the transferee. If the disposition takes place during 
the annuitant’s life and a gain results, the basis is the sum of actual 
payments made to the date of disposition, plus the actuarial value 
of payments to be made, determined according to the annuitant’s life 
expectancy. If a loss is incurred, however, the basis to be used is 
merely the amount of payments made to the date of sale. No gain 
or loss will be recognized if the property is disposed of for a price 
which is less than the basis for gain but more than the basis for loss. 

If, after the property has been sold or disposed of, the 
transferee continues to make annuity payments to the point where 
the total payments made both before and after the sale exceed the 
basis used in determining gain or loss on the disposition, he may de- 
duct the excess as a loss in the year or years of payment. As a result, 
in cases where loss was recognized on the sale, all subsequent an- 
nuity installments will be deductible as losses. If neither gain nor 
loss was recognized upon the sale, such payments will be deductible 
only after total actual payments, less depreciation allowed or al- 
lowable for the period the transferee held the property, exceed the 
selling price. 

If the property is sold at a gain, and the transferee pays a tax 
at the date of sale on the gain thus recognized, the transaction is still 
not regarded as closed. Thus, if it appears at the death of the 
annuitant that the total amount of annuity payments made by the 
transferee-seller is less than the unadjusted basis used in computing 
gain on the sale, the excess of basis over payments made is taxable as 
income to the transferee in the year of the annuitant’s death. If the 
sale gave rise to a loss, there will of course be no gain upon the 
death of the annuitant, but if the sale resulted in the recognition of 
neither gain nor loss, and the total payments less depreciation are 
less than the sales price, taxable income to the transferee in the year 
the annuitant dies will result. 
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Girt Tax CONSEQUENCES 


Ordinarily, the exchange of property for a private annuity will 
not give rise to a gift tax, since the usual transaction involves an 
exchange of equal values. But in the case where the property trans- 
ferred is worth more than the value of the annuity, there is lack of 
adequate consideration and gift tax problems arise. The first problem 
is that of valuing the annuity received. While in most annuity situa- 
tions the fair market value of the property at date of transfer is 
deemed to be the cost of the annuity, the rule with respect to gifts is 
different. It is necessary to determine the actuarial value of the 
annuity, and this may be done either by reference to the cost of a 
comparable annuity from a commercial insurance company, or by 
reference to the expectancy tables contained in the Commissioner’s 
estate and gift tax regulations.’* The courts seem to prefer the use 
of the Commissioner’s mortality tables."* Once the actuarial value 
of the annuity is thus determined, any excess value of the property 
transferred is taxable as a gift. 

An exchange of unequal values will not always be held to 
result in gift tax consequences. In Beattie v. Comm’r’® the donor 
transferred to a college property valued at much more than the 
actuarial value of the annuity the college agreed to pay him. None- 
theless, the court found that the entire value of the property was 
the cost of the annuity and that no part of the property was a gift. 
Under the then applicable law, the effect of the court’s holding was 
that 3% of the entire value of the property was taxable to the an- 
nuitant each year. Had a specific amount been denominated as a 
gift to the college, it may well be that the result in the case would 
have been different. And a similar transfer to a member of the 
annuitant’s family might, under present law, lead to a different 
conclusion. The case is of interest, however, as an indication that 
gift tax need not always be incurred by an exchange of unequal 
considerations."® 

Conversely, an apparently equal exchange may not always avoid 
a gift tax. Thus, although the actuarial value of an annuity may be 
equal to the value of the property exchanged, the physical condition 


13 These tables are based on the United States Life Tables and Actuarial Tables, 
and may be found in the annuity regulations, Treas. Reg. § 1.72-9 (1957), and the gift- 
tax regulations, Treas. Reg. § 25.2512-5(f) (1958). 

14 Koert Bartman Estate, 10 T.C. 1073 (1948). 

15 159 F.2d 788, 35 Am. Fed. Tax R. 843, 47-1 U.S.T.C. f 9153 (6th Cir. 1947). 

16 But cf. Anna L. Raymond, 40 B.T.A. 244, aff'd, 114 F.2d 140, 25 Am. Fed. Tax 
R. 583, 40-2 U.S.T.C. J 9540 (7th Cir.), cert. denied, 311 U.S. 710 (1940) holding that 
cost is limited to what an insurance company would charge and that the excess is a 
taxable gift. See also Estate of Sarah A. Bergan, 1 T.C. 543 (1943). 
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of the annuitant may be such that it is obvious that payments will 
not be made over the normal period of life expectancy.’’ Expec- 
tancy tables are evidentiary only, and must yield to the realities of a 
particular case. 

The transfer of property in exchange for the payment of an 
annuity to the annuitant for life and thereafter to another for life, 
will of course constitute a taxable gift with regard to so much of the 
value of the property as constitutes the measure of the survivor’s 
rights.’* This is a typical situation in which the marital deduction 
may operate advantageously. 

In situations where a gift is considered to have been made, it 
should be remembered that the transferee’s basis will be reduced by 
the amount of the gift.’® 


EsTATE TAx CONSEQUENCES 


The estate tax, like the gift tax, is applicable to private an- 
nuities only in the case of exchange of unequal values where the 
transferor retains an interest in the property transferred sufficient to 
bring it into his gross estate. Such a result may be brought about in 
several ways. 

One common desire of most annuitants is to retain some sort 
of security provision in order to safeguard the annuity, but any such 
device is likely to cause the transaction to be viewed as the crea- 
tion of a trust with the reservation of a life estate, and consequently 
to result at death in the includibility of the life interest in taxable 
gross estate.*° Similarly, the use of the income from the property as 
the measure of the annuity will be regarded as the reservation of a 
life interest in the property; for this reason a fixed annual payment 
should be specified, regardless of the actual income from the property. 
A situation in which property with a value in excess of the value of 
the annuity to be paid is transferred will be vulnerable to attack as 
a transfer intended to take effect at death. If the facts do not support 
the theory of a reserved life interest, the transfer may still be in- 
cludible as having been made in contemplation of death. This is 
particularly true of transfers between members of a family, as in 
the Updike case.*" 

17 Estate of Huntington National Bank of Columbus, 13 T.C. 760 (1949); Estate 
of Nellie H. Jennings, 10 T.C. 323 (1948); Estate of John H. Denbigh, 7 T.C. 387 
(1946). 

18 Treas. Reg. § 1.1015-4 (1957). 

19 Rev, Rul. 55-388, 1955-1 Cum. Bull. 233. 

20 Tips v. Bass, 21 F.2d 460 (W.D. Tex. 1927); Cornelia B. Schwartz Estate, 9 


T.C. 229 (1947). 
21 Supra note 7. 
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The Internal Revenue Service will be alert to the possibilities 
of asserting gift and/or estate taxes in cases where an elderly trans- 
feror exchanges valuable property for an annuity, the annual amount 
of which is equai to or less than the income from the property, and 
the actuarial value of which is less than the value of the property 
conveyed. Such a transfer may be attacked by the Commissioner on 
one or more theories, ¢.g., as a taxable gift, as a device for income 
tax avoidance through the provisions of section 72 of the Internal 
Revenue Code of 1954, or as a gift in contemplation of death and 
thus an estate tax avoidance scheme. The possibility of such a challenge 
is only intensified when the parties to the transaction are members of 
a family. 

In order to avoid problems in this area, it is common to divide 
the transfer into two parts, so that the annuity transaction reflects 
an exchange of equal values, and the excess value is clearly treated 
as a separate gift. In this manner it is possible to minimize the 
dangers of a claim that the annuitant had retained the income from 
the property for his lifetime. Any gift tax which may be incurred 
upon the separate gift will in all probability be far less than the 
potential income and estate tax liabilities which are thereby pre- 
vented. 


TRANSFERS TO CHARITY IN EXCHANGE FOR AN ANNUITY 


By far the most publicized form of private annuity in recent 
years has been the type of plan whereby annuities are issued by 
charitable organizations, such as colleges and universities. Many 
of these institutions have published descriptions of their plans and 
have actively solicited the exchange of property for annuities. 
Normally the cost of the private annuity issued by institutions is 
computed through the use of an actuarial table. The desirability of 
the college-sponsored annuity is considerably increased by the fact 
that the college invests the proceeds of the donor’s property in 
tax-exempt securities and in this manner offers the donor not only an 
annuity income, but one which is tax-free during his lifetime. In 
form, the transaction involves the creation of a trust, which, pur- 
suant to sections 652(b) and 662(b) of the Internal Revenue Code 
of 1954, permits the treatment of the amounts received as tax-exempt 
if they would have been tax-exempt in the hands of the trust. More- 
over, the owner-annuitant who transfers property with a value in ex- 
cess of the cost of the annuity may receive a deduction for a charitable 
contribution in the amount of the excess value;** needless to say the 
deduction may not exceed the present value of the remainder interest 





22 Supra note 16. 
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which would ultimately vest in the charity after the death of the 
donor. There is some question as to whether the charitable deduc- 
tion is limited to 20% or 30% of adjusted gross income because of 
the fact that the property or the proceeds are held in trust form and 
the contribution is therefore not made directly to a church, hospital 
or school.”* No charitable deduction for the portion of the property 
transferred which represents the cost of the annuity will be allowed.** 

The annuities offered by colleges, churches and other elee- 
mosynary institutions have enjoyed considerable popularity be- 
cause they offer all of the desirable features of private annuities, and 
more. Thus, they provide a method whereby the donor is assured not 
only of an annuity, but of one consisting of income totally exempt 
from income tax. In addition, the charitable annuity plans provide 
a vehicle through which a donor may reap the intangible rewards 
derived from philanthropy and the concomitant perpetuation of the 
donor’s name thereby. 

The charitable institutions engaged in annuity plans have, how- 
ever, suffered a serious blow by the Commissioner’s promulgation 
on December 2, 1960 of Revenue Ruling 60-370,” which has removed 
perhaps the most attractive feature proffered to potential donors. This 
ruling provides in substance that where a taxpayer transfers ap- 
preciated securities or other property to a tax-exempt organization, as 
trustee, and the charity is under an express or implied obligation to 
sell the property and invest the proceeds in tax-exempt securities 
or to exchange the property for tax-exempt securities and there- 
after to pay the income to the transferor for life with remainder 
to the charity, the transferor will be subject to tax on the capital 
gain arising from the sale or exchange of the appreciated prop- 
erty by the trustee. The rationale of this ruling is based on the 
sale-purchase theory of an annuity. The ruling holds that in sub- 
stance the transferor did not convey the appreciated property to 
the trustee, but rather gave to the trustee the proceeds of the sale 





23 The provisions of Treas. Reg. § 1.170-2(b) (1958), and of Rev. Rul. 57-562, 
1957-2 Cum. Bull. 159, would appear to limit the deduction to 20%, consistent with 
the use of the trust device (which is necessary in order for the income to retain its 
tax-free character in the hands of the donor under §§ 652[b] and 662[b]. However, 
in a Special Ruling letter to Pomona College, dated February 11, 1959, the Internal 
Revenue Service has sanctioned the use of a 30% limitation where the property is given 
directly to the donee to hold in trust, the income to be paid to the donor and the re- 
mainder to go to the donee. This result was foreshadowed by Rev. Rul. 57-507, 1957-2 
Cum. Bull. 511, which is difficult to reconcile with Rev. Rul. 57-562, 1957-2 Cum. Bull. 
159. 

24 Cf. Rev. Rul. 55-388, supra note 19. 

25 1960 Int. Rev. Bull. No. 49, at 15. 
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or exchange of the property which the trustee was required to 
consummate. If the Commissioner’s basic assumption is accepted, the 
capital gains tax must inevitably result. 

The ruling goes beyond the situation where the charitable trustee 
is under express obligation to sell or exchange the appreciated prop- 
erty. It provides that statements in advertisements or brochures issued 
by a charitable or educational organization to the effect that the 
organization will sell or exchange appreciated property for tax-exempt 
securities will give rise by implication to an obligation to sell or 
exchange and will again lead to the imposition of capital gains tax on 
the transferor. The Internal Revenue Service recognizes that it may 
be necessary to go beyond the trust instrument in order to determine 
whether there is an obligation, express or implied, on the trustee to 
sell or exchange property and to invest in tax-exempt securities. Ac- 
cordingly, no advance rulings will be issued as to whether such an 
obligation exists. 

The Commissioner has provided that Revenue Ruling 60-370 will 
be applied only to transfers of property after December 2, 1960, so 
that apparently no attempt to impose the capital gains tax on insti- 
tutional annuity transactions entered into prior to that date will be 
made. The ruling preserves the tax-exempt character of the income 
from the trust in the hands of the annuitant-donor, but it seems safe 
to predict that colleges and similar institutions will find fewer potential 
donors than heretofore. 


TRANSFERS OF SECTION 306 Stock 


The contribution by a controlling stockholder in a closely held 
corporation of preferred or other non-voting stock to an exempt 
organization has long been recognized as an acceptable method of dis- 
posing of stock advantageously. If the exempt organization to which 
the stock is contributed is a foundation created by the donor, it is even 
possible to make contributions of voting stock without endangering the 
controlling interest of the donor. The benefits of the charitable de- 
duction are of course substantial to a taxpayer in a high bracket, and 
no capital gains tax is payable upon any appreciation. Moreover, the 
contribution route avoids the difficulties of attempting to sell such 
closely held stock to outsiders at a price which fairly reflects its true 
value. 

When the Internal Revenue Service ruled** that a contribution 
of preferred stock which is within the scope of section 306 of the 
Internal Revenue Code of 1954 would not constitute a “disposition” 
within the meaning of that section, the use of the charitable contribu- 





26 Rev. Rul. 57-328, 1957-2 Cum. Bull. 229. 
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tion offered a means of reducing the estates of holders of section 306 
stock without the considerable penalties which that section imposes. 
The Internal Revenue Service further ruled that a subsequent sale of 
the section 306 stock by the charity will not result in the realization of 
income to the donor, provided that the sale by the charity was not by 
prearrangement. Thus, the donor receives the benefits of a charitable 
contribution deduction, and is able to dispose of his section 306 stock 
without the realization of ordinary income which a sale or disposition 
by him of the stock would otherwise incur. 

Under the rationale of this ruling, it would appear that if section 
306 stock were contributed to a charity in exchange for an annuity, 
the transaction ought to be treated in the same manner as if any other 
stock were transferred. However, the recent issuance of Revenue 
Ruling 60-370, supra, would appear to make probable the imposition 
of at least a capital gains tax in the event appreciated property was 
transferred in exchange for a tax-exempt annuity from the charity. 
It is arguable, however, that no gain should be realized if the charity 
does not assume an obligation, either express or implied, to sell or 
exchange the section 306 stock transferred. 

The Subchapter “C” Advisory Group to the Mills Committee has 
recommended that the Commissioner’s ruling regarding section 306 
stock be modified so that the charitable contribution deduction be re- 
duced by the amount which would have been taxable to the donor as 
ordinary income if he had sold the stock instead of contributing it to 
charity. No action has yet been taken by Congress upon this proposal, 
but the House of Delegates of the American Bar Association has ex- 
pressed its vigorous opposition, contending that gifts of section 306 
stock should be treated no differently from charitable gifts of any 
other appreciated property. The advisory group’s recommendation 
represents an extension of the sale-purchase theory which may well 
find its way into future legislation. 


CONCLUSION 


The rules with regard to private annuities are still in the process 
of development by the courts, and the final resolution of sometimes 
conflicting theories has not yet been achieved. Moreover, there is 
every reason to believe that further legislation in this field will be 
forthcoming. Finally, there are practical problems which confront 
both the annuitant and the transferee, aside from the tax questions 
presented. For these reasons, caution is indicated and the use of in- 
novations not judicially sanctioned is inadvisable. Annuities often 
continue for lengthy periods of time, and the careful tax advisor must 
assume the role of prophet in deciding whether legislative revision or 
judicial fiat will overtake the mortality tables in any particular case. 
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JOINT OWNERSHIP IN ESTATE PLANNING 


Rocer K. PoweE.i* 


The term “joint ownership” is essentially ambiguous. It means 
many different things to different people, and if it is to be used with 
precision, it must be reasonably defined so that we all can be sure 
we are considering the same thing. 

This ambiguity has been particularly notable in Ohio because of 
the consistent refusal of the Ohio courts to incorporate either joint 
tenancy or tenancy by the entireties into the state’s legal system. The 
background for this refusal is indistinct, since joint tenancy has a 
long and honorable history in the common law, and no such aversion 
to the tenancy appeared in the laws of Massachusetts, New York, 
Connecticut or Virginia, the principal formative sources of Ohio law. 
Whatever the reason, Ohio courts have consistently held that the ex- 
pression “joint tenancy” created or referred to a tenancy in common 
and that technically, joint tenancy is not recognized in either the real 
estate or personal property law of this state. As a result, it has be- 
come common practice for Ohio lawyers as well as laymen to refer to 
a tenancy in common as “joint tenancy” or as “joint ownership” of 
the particular property. 

Of course such a statement is literally true in a non-technical sense, 
but it conflicts with the traditional legal concept that “joint” owner- 
ship is one marked by certain incidents, the principal one being the 
right of survivorship. The precise use of the word “joint” implies 
something more than common ownership, and at a minimum, that some- 
thing has the quality of survivorship, namely that the surviving joint 
tenant takes title to the entire property and that this passes to his 
heirs. Perhaps a more accurate statement would be joint ownership 
with a right of survivorship, but the repetition of this phrase is awk- 
ward and unnecessary, provided one remembers that it is implicit in 
the simple words, “joint ownership.’ 

Use of this meaning also simplifies consideration of the fact that 
a number of different ‘statements as to title are possible, each with 
varying legal significance. Thus a deed to A and B or the survivor is 
different from a deed to A or B and the survivor. Or the deed might 
read “to A and B as joint tenants, with the right of survivorship.” It 
is obvious that each of these is susceptible to different interpretation. 
The first might be construed as creating a tenancy in common during 





* Partner, Law Firm of Powell, Powell & Carpenter, Columbus, Ohio. 

1 Ohio decisions have stressed survivorship as the essential quality of joint owner- 
ship; e.g., see Rhorbacker v. Citizens Bldg. Assn, 138 Ohio St. 273, 34 N.E.2d 751 (1941); 
Sage v. Flueck, 132 Ohio St. 377, 7 N.E.2d 802 (1937). 
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the joint lives of A and B, with a contingent remainder to the sur- 
vivor, or with a vested remainder to each, subject to being divested by 
prior death.” The use of the word “or,” on the other hand, conceivably 
might be deemed to give ownership in the entire property to each one, 
subject to being divested by appropriation of the property by the 
other. More likely, however, it would be held that this too created a 
tenancy in common with a contractual legal right in each to appropri- 
ate the portion of the other by either physical taking or by disposition 
to another. The addition of the words “as joint tenants” raises addi- 
tional questions. It is probably impossible to forecast the reaction 
of a court to such clauses generally, and each case would stand upon 
its own bottom. In the absence of the claimed joint tenancy, the ques- 
tion always is, ‘“‘what was the contract of the parties?’ 

None of this needs to disturb us, however, if we are to limit our 
understanding of joint ownership to any type of multiple ownership 
in which survivorship is involved. In estate planning we are interested 
primarily in the ultimate devolution of the property and in the tax 
effect of its being held in a particular form. The broader definition is 
therefore entirely satisfactory for consideration of the use of joint 
ownership in this field. 

Tenancy by the entireties probably requires some specific elabora- 
tion, however, because of the limited nature of the tenancy, and the 
fact that many Ohio people will have residences in Florida or else- 
where, in the names of a husband and wife. Tenancy by the entireties 
is a tenancy peculiar to husband and wife and depends upon the 
continuation of the marital relationship. It may be doubted whether 
it can actually be created in Ohio in all its aspects, since many of 
these affect persons other than the owners themselves. So far as I 
know, the question has never been specifically determined. But in 
Florida and in many other states, a deed to real estate which recites 
simply that the two grantees are husband and wife is sufficient in it- 
self to establish a tenancy by the entirety, and to create an indefeasible 
right of survivorship which will be effective so long as the marital 
relationship continues. It is wise to remember this, since frequently 
what is involved is a family residence, a type of property where the 
use of survivorship is peculiarly appropriate. This is a factor to be 
considered by the estate planner in connection with the acquisition or 
retention of, or change in title to such property. 

Joint ownership with a right of survivorship has been a very ap- 





2 For the effect of “and” in connection with joint ownership of personal property, 
see Bauman v. Walter, 160 Ohio St. 273, 116 N.E.2d 435 (1953). 

3 Rhorbacker v. Bldg. Ass’n, supra note 1; Berberick v. Courtade, 137 Ohio St. 297, 
28 N.E.2d 636 (1940). 
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pealing concept to many people. They have supposed that it is rela- 
tively simple, that it avoids probating wills and administering prop- 
erty in the probate court, that it narrows the basis for executors’ 
commissions and attorneys’ fees and hence is economical, and that 
it even saves taxes. 

This long list of supposed advantages has caused many ill- 
advised persons to use joint ownership as an alleged complete answer 
to their estate planning problems. After examining these advantages, 
however, some are real, some are more apparent than real, and some 
are complete illusions. Let us analyze them in detail. 

One very apparent, and very real, advantage is that funds which 
are held in a survivorship account are ordinarily made available to 
the survivor without delay. The one prerequisite is the securing of a 
tax release from the Ohio Tax Commission, usually through the local 
county auditor. The general experience has been that this release can 
be procured with a minimum of “red tape” and delay. This very 
frequently does operate to alleviate hardship in the first few days or 
weeks following the death of the joint owner. And it is often a matter 
of great mental relief to the survivor that funds are made available 
for immediate and necessary expenses. 

Another advantage, just as intangible as the peace of mind which 
the availability of funds may give to a widow, is the benefit to family 
relationships which may result from the joint ownership of property. 
Very frequently such an arrangement is felt to be a vote of confidence 
on the part of the husband or a father, a token of regard and affection 
which is much appreciated by the wife or child. Although not measur- 
able in dollars, it is precisely this sort of benefit which should be con- 
sidered and given due weight by every estate planner. 

In the tangible realm of tax saving, there is one limited area in 
which a genuine saving of Ohio inheritance tax can be effected where 
the joint owners are husband and wife, and the deceased owner con- 
tributed all of the property or funds. In this case, under the Ohio 
statute, jointly held property is deemed to belong one-half to the 
survivor and one-half to the deceased for inheritance tax purposes. 
This would mean a savings of from %4% to 214% tax on the amount 
of the jointly owned property. 

It should be noted that this situation could be equally disad- 
vantageous if the joint owner who died first were the one who had 
contributed nothing to the joint property. In such a case, one-half 
would be taxable to that person’s estate “unnecessarily,” and this is 
a possibility that must be remembered. 

Another advantage of joint ownership is a reduction in adminis- 
trative costs. Again this is much more limited than is ordinarily be- 
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lieved by property owners. In the first place, it would result primarily 
in a reduction in executors’ or administrators’ commissions, and this 
would represent a 2% savings. Ordinarily joint ownership would have 
little effect upon legal expenses, since lawyers’ fees are generally 
based upon property subject to being taxed by the federal authorities, 
rather than limited to the probate estate itself. And even as to the 
administrators’ or executors’ commissions, it would apply only to 
personal property and not to real property, since the latter is not sub- 
ject to charge for such commissions in the usual situation. 

In connection with real estate, title in joint names also confers 
no particular advantage either as to availability of income or the 
passage of title, when compared with a dispositive will provision. In 
Ohio any real estate not specifically given to the executors passes forth- 
with to the devisee or the heirs and they are entitled to the income 
from the date of death. The only possible difference would be the 
freedom to pass title to the real estate in less than six months, the 
waiting period for a will contest. 

A final advantage sometimes urged on behalf of joint ownership 
is the resulting lack of publicity as to the decedent’s estate. Since 
jointly-owned property is not listed in the inventory, it seldom receives 
the publicity which probate property does. While this is perhaps 
true, jointly-owned property is required to be listed in the inheritance 
tax proceedings, which are likewise open to public inspection. Any- 
one who is actually interested in knowing the extent of the estate can 
ultimately find from this source what the assets were even though not 
administered in the ordinary probate proceedings. The importance 
of this advantage would appear questionable. 

On the other side of the ledger, there appear a number of very 
substantial objections to the widespread use of joint ownership. These 
objections do not apply in all cases, and limited use of joint ownership 
would seem to be often advisable. But the disadvantages are very 
real and in some cases prohibitive. 

The most important practical objection to the use of joint owner- 
ship lies in the realm of federal estate taxation. The federal statute 
provides that all property held jointly by a decedent and another 
person or persons, with right of survivorship, is to be taxed in the 
decedent’s estate, “except such part thereof as may be shown to have 
originally belonged to such other person and never to have been re- 
ceived or acquired by the latter from the decedent for less than an 
adequate or full consideration in money or in money’s worth.’” In 
effect this amounts to a rebuttable presumption that any property held 


4 Overturf v. Dugan, 29 Ohio St. 230 (1876). 
5 Int. Rev. Code of 1954, § 2040. 
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in joint ownership is taxable in the estate of the first joint owner to 
die. The burden is upon the surviving owner to prove two things, 
namely, that he or she contributed to the fund, and that the contribu- 
tion made was not money or property which originated with the 
decedent. 

This burden of proof usually poses extreme difficulties. At best, 
it means proving sources of substantial income to the surviving owner 
and some showing that this individual income could have been invested 
in the particular fund or property in question; also it might mean the 
necessity of identifying each deposit in a joint bank account or the 
tracing of specific funds entering into the purchase of property. 

The courts have been divided as to the precise requirements for 
rebuttal of the presumption in these cases. Some courts have per- 
mitted a fairly general showing of income or earnings of the surviving 
owner, which for equitable reasons could be considered as invested in 
particular property held in joint ownership.* Other courts have denied 
the contribution of a surviving owner in the absence of clear evidence 
as to funds or property belonging individually to that owner, which 
were contributed to the jointly-owned fund in specific amounts and 
on specific dates.” 

Inevitably, the commingling in joint ownership of funds or prop- 
erty belonging to separate individuals involves a serious tax hazard. 
The only sure answer would be to keep meticulous records of the 
contributions and their source and if possible to document these with 
outside information which could be verified by a revenue agent. The 
keeping of this sort of records is most unlikely and the best solution 
in the average case is for the estate planner to recommend separation 
of the property and continuation of its ownership in individual rather 
than joint names. This of course could include tenancies in common 
in real estate or other property. 

This estate tax danger is probably the most concrete disadvantage 
inhering in joint ownership. The most general disadvantage, however, 
is that uninformed individuals have regarded joint ownership as a 
sound means of estate planning. One is continually confronted with 
situations in which people have placed their property in joint names 
and then sat back in the certainty that they had done all that is 


6 Richardson, v. Helvering, 80 F.2d 548, 17 Am. Fed. Tax R. 76, 35-2 US.T.C. 
1 9644 (D.C. Cir. 1935); Thompson Estate, 7 CCH Tax Ct. Mem. 142, 17 
P-H Tax Ct. Mem. 118 (1948). Louis Bendet Estate, 5 CCH Tax Ct. Mem. 302, 15 
P-H Tax Ct. Mem. 300 (1946). 

7 Heidt Estate, 8 TC 969, aff'd per curiam, 170 F.2d 1021, 37 Am. Fed. Tax R. 590, 
48-2 US.T.C. J 10,646 (9th Cir. 1948). Thomas R. Tenant Estate, 8 CCH Tax Ct. 
Mem. 143, 18 P-H Tax Ct. Mem. 135 (1949). See also the interesting opinion of Judge 
Clark in Fox v. Rothensies, 115 F.2d 42 (2d Cir. 1940). 























1961] JOINT OWNERSHIP 297 


necessary to conserve their estate and minimize otherwise oppressive 
tax burdens. Unfortunately their families often find that what has 
been done is perhaps the most expensive way of handling the property 
which could have been devised, and that by commingling funds there 
has been created an even heavier tax burden than otherwise would 
have existed. 

Apart from the tax aspects of the matter, there is often a practical 
disadvantage in joint ownership. Where domestic difficulties arise and 
joint tenants become dissatisfied and unhappy with each other, there 
is always the possibility of substantial disagreement and discord in 
connection with joint ownership of property. The way is often open, 
by use of the term “or” or “either” in the creation of the joint owner- 
ship, for the owner who has not contributed anything to the property 
to appropriate it for himself, and this can intensify already existing 
discord. This again is one of those possibilities unrelated to the 
financial aspects of estate planning which, nevertheless, must be of 
primary interest to any good planner. 

This brief discussion would not be complete without considera- 
tion of possible alternatives to joint ownership which could provide 
at least the same limited advantages. These alternatives are quite 
obviously in the form of transfers, either irrevocable, revocable, or 
effective for a limited term. 

Irrevocable transfers clearly answer even more effectively the 
need for funds at death, if they are drawn to permit distribution as 
required at that time. There need be no delay or “red tape” of any 
nature, other than a written demand for the payment of funds, if 
cash is available in a personal account, or is held in trust for the 
purpose. Such a trust as a rule also provides for reduction of Ohio 
inheritance tax, with respect, not to one-half, but to the entire amount 
placed in trust. To this extent it is even more advantageous than the 
jointly-held property. Also such a transfer is equally effective to 
reduce administration costs, although if it is made in trust, the costs 
of trust administration cannot be overlooked as an offsetting factor. 
The other two suggested advantages, that of psychological benefit as 
an expression of esteem and affection, and of providing an unpub- 
licized disposition of one’s estate, are both probably better served by 
irrevocable gifts. 

The one great disadvantage incurred in such a transfer is of course 
that from the date of the gift, the donor no longer has any power to 
appropriate the property transferred and use it for his own purposes. 
He has divorced himself completely from such control. This disad- 
vantage in many instances is much more substantial than any dis- 
advantage inhering in the joint ownership status. 
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Revocable transfers, however, can effectively do everything that 
the joint ownership can do, with one exception. Revocable transfers 
will not eliminate any part of the burden of the Ohio inheritance tax. 
But they do provide available funds, reduce administration costs, 
do not contribute to publicity, and afford the same psychological 
benefits in most cases. And of course, since they are revocable, the 
donor has not terminated his own power to make use of the funds or 
property until his death if he needs or desires to do so. 

As a practical suggestion, it might be advantageous to place one- 
half of the property in an irrevocable trust which would thus have 
the benefit of all of the joint ownership advantages, including the 
Ohio inheritance tax benefit, and the other one-half in a revocable 
trust which would provide all the rest of the joint ownership ad- 
vantages. The retention of the power to revoke as to the one-half 
might be of sufficient value to overcome the disadvantage as to the 
irrevocable gift in such a case. 

A final alternative would be to set up ten-year trusts for the 
benefit of adult children to give them income during their lives. 
By careful tailoring, a trust for adult children might provide for 
accumulation of income during a ten-year period or until the death of 
the grantor, whichever first occurred, and thus provide for funds 
at the time of the grantor’s death for the children. Also, if the 
grantor of the trust used his own principal to live on during this 
period, instead of the income which he otherwise would have received 
from the trust property placed in trust, he will have reduced his 
estate for the purpose of inheritance taxes by the amount of this 
income. This would give about the same Ohio inheritance tax ad- 
vantage as joint ownership. This sort of arrangement would be 
most effective, of course, in circumstances where income tax con- 
siderations were a substantial factor. 

Altogether, it appears that joint ownership of property is neither 
an important nor always an effective estate planning tool. Yet it 
cannot be entirely dismissed. In cases where no question of contri- 
bution by the surviving owner is involved, little harm can be done by 
joint ownership. Such ownership between husband and wife, as- 
suming this matter of contribution not to be present, results in a 
definite Ohio inheritance tax savings and some administration cost 
savings. And with respect to the relatively small amount of cash 
required for immediate needs at the time of death, it likewise has 
value. On the other hand, revocable trusts or a combination of 
revocable and irrevocable trusts would appear to be even better 
and would accomplish substantially the same result in most cases, 
at least where substantial amounts are involved. 











PROBLEMS OF CORPORATE READJUSTMENTS 
IN ESTATE PLANNING AND ESTATE 
ADMINISTRATION 


M. R. SCHLESINGER* 


In planning or administering an estate having stock in a closely- 
held corporation, corporate stock readjustments will frequently be 
advisable. Such readjustments in closely-held corporations might be 
advisable for a number of reasons: (1) in order to raise funds neces- 
sary for tax and administration expenses, or (2) in order to withdraw 
funds from the corporation at favorable tax rates—and this regardless 
of the need for liquidity, or (3) in order to shift the ownership and/ 
or control of the corporation itself or of the multiple businesses con- 
ducted by a single corporation. Those three aims, then, will be the 
objectives dictating our pre-death or post-death corporate readjust- 
ments. 

A. CoRPORATE REDEMPTIONS 


1. Redemptions in General 


In this area of corporate readjustments, the most fascinating 
Internal Revenue Code section is 302—most fascinating because it 
is most likely to yield favorable dollar results. Let us therefore first 
look to that section and certain related sections, analyzing them in 
the abstract before buckling down to their application to actual cases 
in our everyday practices. . 

Sections 301 and 316 together state the general rule respecting 
corporate distributions: that such distributions will be taxable at or- 
dinary dividend rates to the extent of a corporation’s accumulated 
earnings and profits or its current-year profits. This general rule, 
manifestly, is an unfavorable provision, because it taxes an entire 
corporate distribution and at ordinary rates. 

Section 302 is a favorable provision because it is an exception to 
that unfavorable general rule respecting corporate distributions. 
Under certain circumstances delineated in section 302, amounts re- 
ceived upon redemption of shares will be treated as though those 
shares had been sold. That is to say, only the excess of amounts re- 
ceived over basis will be taxed, and, furthermore, that excess usually 
will be taxed at favorable capital gain rates. Three of those circum- 
stances detailed under section 302 merit mention here, and two of 
those situations deserve our particularly close attention. 

Section 302(b)(1) provides, in effect, that corporate redemptions 





* Partner, Law Firm of Grossman, Schlesinger & Carter, Cleveland, Ohio. 
299 











300 OHIO STATE LAW JOURNAL [Vol. 22 


will give rise to favorable capital gain treatment if those redemptions 
are not essentially equivalent to a dividend. That “essentially equiva- 
lent” language used to be the sole criterion prior to 1954 of whether 
or not a redemption of stock would be taxed as an ordinary dividend 
or taxed, to the extent of gain only, at capital gain rates. The provi- 
sion was so ambiguous, however, that it led to a host of litigation. In 
order to bring some certainty to this area, Congress in 1954 enacted 
certain mathematical tests under sections 302(b)(2) and (3). Section 
302(b)(1) perpetuates the old, ambiguous “essentially equivalent” 
test, however, and in view of its ambiguity, at the planning stage a 
counselor would be foolhardy to place reliance upon that so-called 
“basket” provision. That is not to say that reliance should not be 
placed on section 302(b)(1) in litigation, but obviously the planning 
stage is different from the litigation stage. We turn, therefore, to two 
definite mathematical tests enacted in 1954, one being the substantially 
disproportionate test and the other being the complete redemption 
test. 

Under the favorable provisions of section 302(b)(2), we look to 
the percentage of voting and common stock owned by the taxpayer- 
stockholder whose shares are redeemed. If that percentage of stock 
outstanding is less than 80% of what that percentage was prior to 
the redemption, then the favorable provisions of section 302 will 
apply. Thus, if a stockholder owned 60% of the outstanding voting 
common stock of a corporation before redemption but emerges own- 
ing less than 48% of that stock, then his percentage ownership will 
have been cut back by more than 20% and the favorable provisions 
will apply. Under this substantially disproportionate test, it is also 
necessary that the stockholder wind up owning less than 50% of the 
voting stock. 

The second of the interesting definite mathematical tests is 
provided by section 302(b)(3). Thus, if a taxpayer-shareholder’s 
stock is completely redeemed, then, as you might suppose, the stock- 
holder gains favorable tax treatment. 

What I have so far said about section 302(b)(2) and section 
302(b)(3) by no means tells the entire story. Those provisions are 
further complicated by the ownership attribution rules, a series of 
rules which require that stock owned by persons and various entities 
related in certain prescribed manners to the stockholder whose shares 
are being redeemed be attributed to that shareholder. This is a rule 
of constructive ownership, and the stockholder whose shares are being 
redeemed is treated as though he owned the shares actually owned 
by others who are related to him. 

There are two broad groups of these attribution rules and, for 
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reasons which will soon be apparent, it is important that we be aware 
of these two different groupings. Under section 318(a)(1) stock is 
attributed among family members. Thus, stock owned by a wife is 
deemed to be constructively owned by the husband and vice versa; and 
the rule is similar as between parents and children. 

In addition to the family attribution rules prescribed in section 
318(a)(1), there are other attribution rules. The most important of 
these other attribution rules are found in section 318(a)(2), which 
provides for attribution as between partnerships and partners, estates 
and trusts on the one hand and beneficiaries on the other, and cor- 
porations and substantial stockholders. 

Now with that background of the statutory provisions behind us, 
let us apply that law in the actual practice of administering estates. 
For that purpose, we shall take four hypothetical cases. 

In case number one we assume a corporation whose entire stock 
was owned by the decedent. His will is the more or less conventional 
will which we would expect of a sophisticated estate plan for a man 
of moderate or better wealth. That is to say, he left the marital deduc- 
tion outright to his wife but provided that the balance of his estate 
should go in trust for the benefit of his wife, son and daughter. 

Now let’s come to the administration of the estate. Let’s assume 
that the executor distributes some of the stock to the wife under her 
marital deduction and the balance of the stock goes into the trust. Now 
it is proposed to redeem the stock from the wife so that she will end 
up with a zero percent stock ownership in the firm. At first blush, of 
course, that redemption would appear to satisfy the disproportionate 
redemption test of section 302(b)(2) and indeed even the complete 
redemption test of section 302(b)(3), since the wife will wind up 
owning no stock at all. However, the attribution rules again intrude 
at this point. Some of the stock is owned by the trust and the wife 
and children are beneficiaries of the trust. Accordingly, the wife 
started out owning, actually and constructively, 100% of the stock of 
the corporation and after the redemption she will wind up owning 
constructively 100% of the stock.’ There will have been no cut-back 
whatsoever for purposes of the favorable provisions of section 302. 





1 Stock owned by a trust is attributed to beneficiaries proportionate to their 
actuarial interests in the trust. Int. Rev. Code of 1954, § 318(a)(2)(B). Thus, all of 
the stock owned by the trust would be attributed to the wife and her children. That 
portion attributed to her children would be reattributed to her under the family attri- 
bution rules. Int. Rev. Code of 1954, § 318(a)(1). In the aggregate, 100% of the 
stock would thus be attributed to her. If the children’s remainder interests are con- 
tingent, then to the extent of alternate contingent interests or reversions, a small per- 
centage of the stock might not, under certain circumstances, be attributed to the mother. 
This possibility of her emerging with a somewhat less than 100% constructive ownership 
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Now let’s take case number two which is not quite so obvious. 
Let’s assume that the decedent had owned 50% of the stock of his 
corporation and his son owned the other 50%. Let’s further assume 
that the will is the same as the one which we previously considered, 
involving a testamentary trust for the benefit of the wife, son and 
daughter. In the administration of the estate the executor proposes to 
redeem all of the estate’s stock. 

Even in this situation the favorable tax provisions of section 302 
will not apply. You will recall that the son owns 50% of the stock. 
He is also a beneficiary of the trust. Accordingly, his stock is attri- 
buted to the trust, and, under rules providing for multiple attribution, 
the stock owned constructively by the trust is then attributed in the 
second instance to the estate. The estate is deemed to have owned 
actually and constructively 100% of the stock before the redemption 
and to own constructively 100% of the stock after redemption. As 
a result, once again favorable advantage cannot be taken of section 
302 because of these attribution rules. 

Under case number three we assume the same facts as in case 
number two, and, in addition, a buy-and-sell agreement between the 
shareholders on the one hand and the corporation on the other; pursuant 
to this pre-death agreement, the corporation will buy the decedent’s 
stock from his estate. In spite of this buy-and-sell agreement and its 
obligatory nature, a redemption of all of the stock owned by the 
estate still will not prevent attribution of the son’s stock through the 
trust to the estate in the first instance, or to the widow in the second 
instance. A 1956 Revenue Ruling expressly makes it clear that the 
existence of the buy-and-sell agreement does not alleviate the harsh 
attribution rules. The moral from that ruling is rather obvious to 
those of us who are engaged in drawing buy-and-sell agreements inci- 
dent to our estate planning activities. 

Manifestly, these attribution rules are very harsh. Accordingly, 
Congress enacted a limited relief provision in the form of section 
302(c)(2). That relief applies in certain situations if certain re- 
quirements are met. The taxpayer whose stock has been completely 
redeemed must file with his income tax return for that year a state- 
ment prescribed by the Commissioner and agreeing to notify the Com- 
missioner if he acquires any stock in the same corporation within ten 
years; should he so acquire stock, the relief is not available and the 
usual statute of limitations on deficiencies will not apply. Further- 
more, it relieves only against those attribution rules applying among 





is of academic interest only, because the disproportionate redemption rule of § 302(b) (2) 
requires that the shareholder wind up with a less than 50% voting interest. 
2 Rev. Rul. 56-103, 1956-1 Cum. Bull. 159. 
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family members under the provisions of section 318(a)(1). You will 
remember our observation that you must keep absolutely separate in 
your mind the family attribution rules and the various other attribu- 
tion rules, for example, calling for attribution as between trusts and 
estates on the one hand and beneficiaries on the other, or between 
partnerships and partners, or between corporations and substantial 
stockholders. Those other attribution rules are found under section 
318(a)(2) and (3). The relief provisions of section 302(c)(2) apply, 
however, only to family attribution rules under section 318(a)(1). 
That limitation to relief is most important to those who are active in 
estate planning. As we have seen, it will frequently be impossible to 
redeem stock once the head of a family dies—this because of attri- 
bution rules as they relate to estates and trusts and because the relief 
provision does not operate to mitigate the harshness of those rules. 
Speaking very broadly, we can say that where a closely owned cor- 
poration has its stock held by family members, it will generally be 
much more difficult to effect a redemption after the death of the father 
than it will be before. We shall presently be discussing the possibility 
of redemptions before his death. 

Now we vary the facts a bit more in order to emphasize further 
the very narrow scope of this relief provision. In case number four 
we assume that a father and his son-in-law each owns 50% of the 
stock in the corporation. The father dies, leaving a will which was 
the culmination of a well-thought-out estate plan, i.e., a will that 
leaves the maximum marital deduction to his wife and leaves the 
balance of his estate in trust for the wife and daughter. Now let’s 
administer that estate. With the thought of maximizing the possibili- 
ties of redeeming the stock that was owned by the deceased father, 
that stock is distributed outright to the widow in satisfaction of the 
marital deduction legacy to her. At this point, then, the stock is 
owned 50% by the widow and 50% by her son-in-law. After redemp- 
tion from the widow, all stock will be owned by the son-in-law. His 
stock, however, will be attributed to his wife,* but the stock con- 
structively owned by her will not be re-attributed to her mother; there 
is a statutory prohibition against multiple family attribution.* There 
is, nevertheless, another route pursuant to which the son-in-law’s stock 
will be attributed to the widow. Let’s trace the steps which bring 
about that result. The son-in-law’s stock will be attributed to his wife 
under the family attribution rules." Then the stock constructively 
owned by the daughter will be attributed to the trust, she being the 

3 Int. Rev. Code of 1954, § 318(a)(1)(A). 


4 Int. Rev. Code of 1954, § 318(a)(4)(B). 
5 Int. Rev. Code of 1954, § 318(a)(1)(A). 
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beneficiary of the trust. Then in the third step, the stock construc- 
tively owned by the trust will be attributed once again to the widow, 
she being a beneficiary of the trust.” Thus, immediately prior to the 
redemption the widow owns 50% of the shares actually, and the 
second 50% of the shares she owns constructively because of the at- 
tribution rules. Up to this point, therefore, it would appear that be- 
fore the redemption the widow owns actually and constructively 100% 
of the stock and after the redemption she will still own constructively 
100% of the stock, so that the complete redemption provision cannot 
apply.* Now, how about the relief provision of section 302(c)(2)? 
You will bear in mind that its operation is limited to the family 
attribution rules of section 318(a)(1). As we have seen, the son-in- 
law will be the sole shareholder after the redemption and his shares 
are attributed to his wife in the first of those multiple attribution 
steps. This first attribution is pursuant to the family attribution 
rules. The Commissioner, however, in a 1959 ruling takes the po- 
sition that the only type of attribution which is cancelled out under 
the relief provision is family attribution to the distributee himself.° 
It is the distributee who must file a statement under section 302(c) (2) 
in order to be eligible for its relief provisions, and the Commissioner 
has expressly adopted the view that stock must be attributed to that 
distributee because of his standing in a family relationship to a 
person next to him in the attribution chain. In case number four our 
attribution chain consists of three links. First was the attribution 
from the son-in-law to his wife. Second was the attribution from the 
daughter to the trust. Third was the attribution from the trust to the 
widow. Manifestly, the last link attributing the stock from the trust 
to the widow was not pursuant to the family attribution rules. This 
being the case, according to this recent ruling, the widow cannot gain 
relief under the provisions of section 302.’° 

Now in point of fact, there is some doubt as to the validity of that 
ruling. I feel that, under the language of section 302(c)(2), the Com- 
missioner’s narrow construction unfortunately has much merit, al- 





6 Int. Rev. Code of 1954, § 318(a)(2)(B). 

7 Ibid. 

8 The percentages of constructive ownership might be slightly reduced to the 
extent that there are in the trust contingent interests other than the daughter’s re- 
mainder. This consideration, however, is not material. See supra note 1. 

9 Rev. Rul. 59-233, 1959-2 Cum. Bull. 106. 

10 The daughter’s constructively owned shares could be attributed to the mother 
under either the family or the trust attribution rules. Relief would be afforded in the 
former instance but not the latter. The ruling did not involve an alternate family at- 
tribution step in the last link, but it is assumed that as long as there is non-family 
attribution in the last step-whether as an alternate or a sole link—the ruling will apply 
and relief will not be available. 











1961] CORPORATE READJUSTMENTS 305 


though I would guess that no one thought about that narrow construc- 
tion when the provision was enacted. That is a technicality which 
really should be mitigated by amending legislation. At the planning 
stage, at any rate, you had better assume that the relief provision is 
just as narrow as the Commissioner has ruled. 

We have seen, then, how difficult it frequently will be to redeem 
stock in a closely held family corporation after the father’s death. If 
we look at the situation before his death, however, we shall see that 
the possibilities will frequently be quite intriguing. We shall see that 
it is possible during the father’s lifetime to do things which will not 
be feasible taxwise once he has died. 

We are going to assume that the husband-father who comes into 
your office for an estate plan does not own all of the stock in the 
family corporation. Let’s assume, for example, that his son, daughter 
and wife all own some of the stock. Now let’s look at the possibility 
of redeeming stock from each one of the stockholders in turn, bearing 
in mind that of course we do not want ordinary dividend consequences 
and we therefore want the favorable provisions of section 302 to apply 
without being cancelled out because of the intrusion of those unfavor- 
able attribution rules. 

Let’s first look at the husband-father. How about redeeming all 
of his stock and thus qualifying for favorable treatment under the 
complete redemption provisions of section 302(b)(3)? Manifestly 
there will be family attribution to him from his wife, from his 
daughter, and from his son, pursuant to the provisions of section 318 
(a)(1). At this point, however, you will want to take a long, hard 
look at the relief provisions of section 302(c)(2). Its favorable pro- 
visions will apply, according to its terms, if immediately after the 
distribution and for ten years thereafter the distributee—and that 
means the husband in context of what we are now discussing—has 
no interest in the corporation either as a stockholder, officer, director 
or employee. What is more, he must file with his return for the year 
in which the redemption occurs a statement agreeing to notify the 
Commissioner of the acquisition by him of any interest in the next ten 
years. Should such an interest be obtained, the relief provision does 
not apply to the redemption year and the conventional statute of limi- 
tations on a deficiency against him is extended.’ Under the ten year 
look-back requirement the relief is generally denied if any of the 
redeemed stock was acquired during the past ten years from a person 
standing in an attribution position to the taxpayer, or if the taxpayer 
during that period made a transfer to such a person.’ 





11 The ten-year look ahead provisions are contained in the Internal Revenue Code 


of 1954, § 302(c)(2)(A). 
12 Int. Rev. Code of 1954, § 302(c)(2)(B). 
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Now the experience of our office has indicated quite clearly that 
many family heads are unwilling to divorce themselves from such 
prohibited interests in the corporation, even though their sons or sons- 
in-law might already be interested in the business and participating 
in its management. If that is the case, then of course you will have 
to give up any hopes of qualifying under section 302(c)(2). Further- 
more, we have had instances in which the family members have ac- 
quired their stock from the family head during the past ten years. 
In such event you will have to be content with at least waiting out 
the period. 

In those cases where it is not possible to comply with the relief 
provisions of section 302(c)(2) governing redemption of the 
husband’s shares, you might want to stabilize his interest by ex- 
changing those shares for preferred stock. We shall address ourselves 
below to the possibility of issuing preferred stock, but for the present 
we explore a bit further the redemption area. 

In our experience it will frequently be more easy, from the 
practical standpoint, to redeem the shares of the wife or the daughter 
—this because it is quite likely that neither of them has an interest 
other than their stockholders in the corporation or, if they have such 
an interest, they are more apt to be willing than the family head to 
give it up for the next ten years. The only stumbling block here, of 
course, is the possibility that they might have acquired their stock 
during the past years from someone standing in an attribution po- 
sition to them—in our case most likely the husband-father. if that 
is the case, then it will be necessary to postpone redemption until the 
ten-year period has expired. In that connection, you might find it 
wise to issue preferred stock, stabilize the value of their shares, and 
then wait out the ten years for redemption. 

At the practical level you can understand, therefore, that it will 
frequently be possible where a husband, wife, son and daughter own 
shares in the family corporation to redeem the shares of any one or 
more of them that you wish to take out of the corporate picture. As 
we have already seen, however, it will generally be impossible to 
effect such redemption without prohibitive tax payments after the 
husband-father has died. Most assuredly there is a tremendous tax 
premium on comprehensive, efficient, pre-death estate planning in- 
cluding in that concept possibility of redeeming stock in a closely- 
held family corporation. 


2. Redemptions to Pay Death Taxes and 
Administration Expenses 


Another favorable redemption section which merits our attention 
here is section 303. Paradoxically enough, although the section 
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can operate only after the stockholder’s death, it is nevertheless 
necessary to keep the section firmly in mind in planning a stock- 
holder’s estate prior to his death. 

Section 303 permits the receipt of proceeds in redemption of 
stock owned by a decedent up to an amount equal to death taxes and 
administration expenses without the paying of any ordinary dividend 
tax. You can readily appreciate the practical importance of this 
exemption provision in light of what we have just seen respecting the 
attribution rules and the impact of them upon section 302 where a 
redemption is attempted following a stockholder’s death. In brief, 
we saw that in the case of a family-owned corporation, qualification 
under the favorable provisions of section 302 might be very difficult 
following death. Section 303, however, to the extent that it is appli- 
cable, will apply even though advantage cannot be taken of section 
302. You can appreciate therefore the overwhelming importance of 
section 303. What is more, although section 303 according to its 
terms merely exempts from ordinary dividend tax, the fact is that in 
the actual working out of a redemption following a death, little or no 
capital gain tax will be paid; this is because the basis of the stock will 
of course have stepped up to, or approximately up to, the redemption 
price in view of the basis provisions which subsitute for a decedent’s 
cost of his stock the value of that stock at the time of his death or 
during the one-year period after his death, as the case may be.’* To 
the extent that section 303 is applicable, therefore, a redemption 
under it will frequently cost less in tax than a pre- death redemption 
under section 302. 

To qualify under section 303 it is necessary that the stock in a 
single corporation owned by the decedent be either more than 35% 
of his gross estate or 50% of his taxable estate. For these percentage 
purposes there is some possibility, under the provisions of section 303, 
to aggregate the ownership of stock in more than one corporation, 
but in the interests of simplicity, let us skip over that aggregating 
provision for our present purposes. 

We are going to be concerned with the estate of Mr. Milton. Let 
us assume that his gross estate is in the neighborhood of $400,000. 
We should also note that Mr. Milton owned closely held corporation 
stock which is subject to the corporation’s right to redeem at 
$120,000. Thirty-five percent of the gross estate of $400,000 comes 
to $140,000. The 35% requirement of section 303 could not be 
satisfied. 

Those two requirements of section 303 are in the disjunctive, 





13 Int. Rev. Code of 1954, § 1014. 
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however, so let’s see whether the 50% requirement can be met. When 
Mr. Milton died, he had debts and administration expenses of 
something in excess of $60,000, leaving an adjusted gross estate in 
the neighborhood of $340,000. The maximum marital deduction 
would be $170,000, and taking off the $60,000 exemption as well 
would leave a taxable estate of $110,000. You will recall that the 
alternative second requirement of section 303 is that the redeemed 
stock have a value of more than 50% of the decedent’s taxable 
estate. Under the estate tax provisions that phrase “taxable estate” 
is more like what one generally thinks of as being the net estate, i.e., 
the estate after the deduction of administration expenses, debts, and, 
what is more, the marital deduction and even the $60,000 ex- 
emption.’* Manifestly, if Mr. Milton’s taxable estate in this technical 
sense is going to run at around $110,000, the $120,000 value of 
corporate stock will easily meet the requirement that it exceed 50% 
of that $110,000 taxable estate. 

I suggested above that the post-death provisions of section 303 
should be considered even in the pre-death estate planning stages. 
The reason why you should have section 303 in mind at such an early 
stage is because its provisions might govern your selection of 
property for purposes of effectuating a gift program. Quite obviously, 
if Mr. Milton should give away all of his closely held corporation 
stock, pursuant to a gift program suggested by you, section 303 
cannot possibly operate at the time of his death. Futhermore, if he 
gives away some but not all of his closely held corporation stock 
during his life, he might kill the qualification which would otherwise 
obtain under section 303. 


Quite apart from Mr. Milton’s situation, we can summarize the 
effects of a gift program under section 303 by making two observa- 
tions: First, a gift of close corporation stock might operate to defeat 
qualification under section 303. Second, and on the other hand, a gift 
of property other than close corporation stock might increase the like- 
lihood of meeting the percentage requirements of section 303. A gift 
of other property increases the likelihood of the close corporation 
stock which remains in the estate aggregating more than 35% of the 
diminished gross estate or more than 50% of the diminished taxable 
estate. 

The moral, therefore, is that the selection of gift property in the 
pre-death estate planning stages should be made with an eye firmly 
fixed upon the problem of not killing qualification under section 303 
or, in the alternative, of actually setting up qualification under section 





14 Int. Rev. Code of 1954, § 2051. 
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303—bearing in mind at all times that section 303 is indeed a very 
valuable tax privilege. 


3. Hot Stock 


Section 306 was designed to preclude a common stockholder from 
taking a preferred stock dividend, or, in the alternative, from going 
through the motions of exchanging a portion of his common stock 
for preferred while retaining the balance of his common stock—and 
then either selling the preferred stock or having the corporation re- 
deem it. Prior to 1954 there were hopes (firmly supported by a 
decision by Sixth Circuit Court of Appeals)'® that the proceeds of such 
redemption or sale would be taxable only to the extent of gain and 
then only at favorable capital gain rates, rather than at ordinary 
dividend rates, as contended by the Commissioner. Section 306, in 
brief, enacted into law the Commissioner’s contention. 


As a result, the redemption or sale of section 306 stock will gen- 
erally result in ordinary dividend tax. It will sometimes be of im- 
portance, however, that the section 306 taint attaching to such pre- 
ferred stock is removed by death of the shareholder. As a result, 
section 306 does not then apply, and it is possible to sell the preferred 
stock following his death without fear of ordinary dividend tax treat- 
ment. At first blush, it might appear, therefore, that preferred stock 
should frequently be issued at the estate planning stage so that it 
will be available for disposition after death. The difficulty with this 
superficially attractive plan, however, is that although neither the sale 
nor the redemption proceeds will be taxed as ordinary income under 
the provisions of section 306, it is quite likely that in many circum- 
stances redemption proceeds (albeit not sale proceeds) will be taxable 
as ordinary dividends because of a failure to meet the favorable ex- 
ceptions which I have discussed in connection with section 302 
respecting redemptions. 


That observation, of course, still leaves open the possibility of 
sale after death. I don’t see any particular tax difficulty with sale. 
There is, however, an overwhelming practical difficulty in the fact 
that preferred stock is increasingly being labled as a hybrid security 
having neither the security advantage of a debt on the one hand, nor 
the speculative advantage of common stock on the other. Preferred 
stock simply is not attractive as an investment and the chances of 
selling preferred stock in a close corporation are indeed very thin. 
Accordingly, at the practicing level, I am not at all sure that a recog- 
nition of the limits of section 306 and of the beneficial effects of death 





15 Chamberlin v. Comm’r, 207 F.2d 462, 44 Am. Fed. Tax R. 494, 53-2 US.T.C. 
{ 9576 (6th Cir.), cert. denied, 347 U.S. 918 (1953). 
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will be of actual working importance to you in causing the issuance 
of preferred stock prior to death. I am afraid that the apparent availa- 
bility of cash through disposition of that preferred stock after death 
is more theoretical than real. 


B. CorRPORATE RECAPITALIZATIONS 


We have already mentioned situations in the pre-death planning 
stages in which we will not want to redeem stock on account of our 
inability to comply with the favorable provisions of section 302, but in 
some of these cases we might want to stabilize the dollar value of the 
particular shareholder’s stock. As a result, we will want to issue pre- 
ferred stock. Now just let’s review some situations as they might arise 
in everyday practice—situations where we cannot advise the redemp- 
tion of stock but where, nevertheless, we want to stabilize the dollar 
value of that stock by issuing preferred stock in lieu of it. 

Let’s suppose that we have a father and a son, both stockholders 
in a closely held corporation. Let us further suppose that the father 
does not want to retire from the business. As a result, the attribution 
rules of section 318 will apply, the relief provisions of section 302(c) 
(2) from those attribution rules will not apply, and accordingly the 
favorable tax provisions of section 302 cannot be employed. In such 
a case it is quite likely that you will want to advise the issuance of 
preferred stock to the father in lieu of his common stock. Any increase 
in value of the business will then attach to the son’s shares, and al- 
though you have not gotten the father out of his proprietary interest 
in the business, you have done the next best thing by stabilizing the 
dollar value of his stock. 

Now let’s take a second case. Supposing again a father and son 
own the stock of a corporation. In this case the father is actually 
willing to retire. But let us assume that the son acquired his stock 
from his father seven years ago. As a result, a redemption from the 
father will not satisfy the ten year look-back requirement of section 
302(c)(2). In this case, preferred stock can be issued as an interim 
device, so that the father takes preferred instead of his common at 
the present time. Assuming that the father survives the three years, 
then at the end of the total ten year period which will come three years 
from now, the situation can be examined again to determine whether 
or not it is advisable to redeem the father’s preferred shares, because 
at that time it will be possible to gain the advantage of section 302 
(b)(3). 

Now let’s change the facts a bit and assume that a father, his 
wife and his daughter all own stock in a closely held corporation. 
Let’s assume that the wife and the daughter acquired that stock from 
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the father less than ten years ago. Here again a redemption from the 
wife or daughter will not satisfy the ten year look-back requirement 
of section 302(c)(2). Again, preferred stock can be issued as a sort 
of interim device and after the ten year period has elapsed you can 
re-examine the situation to determine the advisability of actually 
going through with the redemption when the benefits of section 302 
can be obtained. 

In all of these cases you will want to substitute new preferred 
stock for old common stock. Accordingly, an exchange of stock is 
in order. In effecting such an exchange, however, if the present value 
of the common stock—and hence the value of the preferred new stock 
which is to be received on the exchange—is more than the basis of the 
common stock, then you will want to be sure that the exchange will 
be tax-free under the tax-free provisions of the taxing statutes. 

In that connection you will want to look at sections 354 and 368. 
Section 354, to put the matter rather briefly but with sufficient ac- 
curacy for our present purposes, provides that an exchange of stock 
for stock pursuant to a reorganization will be tax-free. Accordingly, 
you have to set up what is technically termed a “reorganization” 
under the taxing laws. 

For this purpose we look to section 368 and we find under that 
section a definition of reorganization as including a recapitalization. 
Looking further, we see that under the Regulations issued under sec- 
tion 368 an issuance of new preferred stock in exchange for old com- 
mon stock does qualify as a recapitalization.’® 

At this point you might assume that all your worries as counsellor 
in this phase of the estate plan are completed. Such is not the case, 
however, because of the judicially-imposed “business purpose”’ test.’* 
Pursuant to this test, even though an exchange is tax-free under the 
letter of the law, unless that exchange serves a business purpose, it 
will nevertheless not be treated as tax-free. The business purpose re- 
quirement, in other words, is a sort of “now you see it, now you 
don’t” aspect of these tax-free exchange provisions. You only think 
you qualify, but in reality you might not. 

Now actually in most cases we need not worry about the business 
purpose requirement in context of the situations which we are now 
discussing. In most of those cases we will be exchanging new pre- 
ferred stock in return for old common stock in order to place the 
common stock proprietorship of the business in the person or persons 
who are actually running the business. If that is the case, then we 





16 Treas. Reg. § 1.368-2(e)(3) (1955). 
17 Gregory v. Helvering, 293 U.S. 465, 14 Am. Fed. Tax R. 1191, 35-1 U.S.T.C. 


f 9043 (1935). 
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can rest assured that the business purpose requirement is met, because 
the cases firmly establish that proposition.’® 


C. DistRIBUTIONS oF STOCK (THE PREFERRED ALTERNATIVE) 


In some cases you will have your choice of either issuing new 
preferred stock in exchange for old common stock, pursuant to the 
sections of the law which we have just examined, or, in the alternative, 
of issuing preferred stock as a dividend on the common stock, leaving 
all of the old common stock outstanding. Such a dividend, incidentally, 
is tax-free under the express provisions of section 305. Section 305 was 
first put in the Code in 1954 and it puts to rest any lingering doubts 
respecting the judicial treatment of a dividend of preferred stock on 
common stock. 

It will sometimes be possible for you to effect your client’s pur- 
poses either by exchanging a portion of his common stock for new 
preferred stock or else by issuing new preferred stock as a dividend 
on the outstanding common stock. This choice will arise whenever 
you do not want the corporation to terminate completely your client’s 
common stock interest. 

In turn, you will not want the corporation to terminate com- 
pletely your client’s common stock interest when his aim is to sell 
some or all of his common stock, generally to shift the control of the 
corporation into a new managing stockholder or managing stock- 
holder group. By way of example, let us assume that we have Mr. 
Old, the sole stockholder of the corporation, and that his stock is 
worth $100,000. Let us assume that Mr. New has been working as 
his assistant for seven or eight years, that Mr. Old wants to retire 
completely or go into semi-retirement, and that Mr. New wants a sub- 
stantial proprietary interest in the firm. Indeed, we may assume that 
Mr. New is unwilling to continue beating his brains out for the firm 
unless he acquires a substantial stock interest. On the other hand, 
Mr. New does not have much money and does not care to go on the 
hook by borrowing a considerable sum in order to acquire the amount 
of Mr. Old’s stock which he wants. 

At first blush that problem might appear unsolvable. It can be 
solved, however, by issuing preferred stock to Mr. Old in the amount 
of, let us say, $90,000 and then having Mr. Old sell some or all of 
his remaining common stock, now stripped down to a value of only 
$10,000. In other words, he now has common stock of such a reduced 
value as to leave him free to negotiate with Mr. New for its purchase. 





18 Marjorie N. Dean, 10 T.C. 19 (1948), acg., 1949-1 Cum. Bull. 1; Elmer W. Hart- 
zell, 40 B.T.A. 492 (1939), acg. 1939-2 Cum. Bull. 16; Rev. Rule 54-13, 1954-1 Cum. 


Bull. 109. 
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That is the type of situation of which we are talking, and that is 
where you will have the choice of either exchanging nine-tenths of 
Mr. Old’s common stock for new preferred stock or else of simply 
issuing a stock dividend in $90,000 par value of preferred stock. 
Where that choice is present, then it is the feeling of this author that 
the preferred stock dividend approach rather than the exchange 
approach is slightly preferable, although the margin is not very great.’® 
The dividend approach is slightly preferable because, pursuant to the 
express provisions of section 305, a dividend of preferred stock on com- 
mon is tax-exempt and as of the present date at least, there does not 
appear to be any superimposed judicial gloss upon that stock dividend 
section requiring a business purpose. My margin of preference is not 
very great, however, because even where you have an exchange, you 
should be able to satisfy an examining agent that a business purpose 
exists, where in point of fact the transaction was effected in order to 
shift a common stock interest in the corporation to a new managing 
group. On the other hand, there is no point allowing the question to 
arise in the agent’s mind, and you can prevent any question by follow- 
ing the stock dividend route under section 305. 


D. CorporATE LIQUIDATIONS 


Partial redemptions under section 302 and section 303 have been 
discussed above. In taking advantage of those two sections, the cor- 
poration itself would of course not go out of business, since only a 
portion of its stock would be redeemed. As we have already seen, 
however, it will frequently be impossible to take advantage of section 
302 in the case of the family-owned corporation, once one of the 
stockholders has died. Furthermore, in the case of section 303, even 
when the percentage requirements for its application can be met, there 
is a dollar limit to the amount of proceeds which can be withdrawn in 
redemption of stock under that provision. 

In looking to those partial redemptions, don’t under any cir- 
cumstances overlook the possibility of a complete liquidation under 
section 331. A complete liquidation is treated just as though the stock- 
holders sold their stock in exchange for the cash and other assets re- 
ceived upon the liquidation of the corporation. In this connection there 
is a possible opportunity or bonanza, brought about by death, which 
should not be overlooked by the attorney planning the administration 
of the estate of a deceased shareholder. The basis of an estate’s stock 
in the corporation steps up to the value of that stock at the date of 
death or one year after the date of death, as the case may be.” As a 





19 See Cavitch, Ohio Corporation Law with Federal Tax Analysis § 9.23(3) (1961). 
20 Int. Rev. Code of 1954, § 1014. 
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result, the estate will be charged with little or no capital gain tax 
upon the redemption of its stock. Furthermore, if the liquidation is 
complete, there will then be no ordinary dividend tax.” 

Manifestly, therefore, when a substantial stockholder in a cor- 
poration dies, the tax consequences of a complete liquidation will turn 
on questions surrounding the stock owned by other shareholders, be- 
cause there will be little or no tax consequences upon complete liquida- 
tion to the estate-shareholder. How many other shareholders are there? 
How much stock do they own? Is the basis of their shares low or is 
it high? Quite clearly, no rule of general application can be pro- 
nounced, but equally clear, whenever a substantial shareholder of 
a corporation dies the possibility of complete liquidation with no tax 
to the estate—not even a capital gains tax—should not be overlooked. 
By this I do not mean to suggest that the non-tax implications of a 
non-corporate operation should themselves be overlooked. As counsel- 
lor, you will want to inquire not only into the tax consequences, but 
into the non-tax consequences as well. But assuming that there is a 
reasonable opportunity to run the business in non-corporate form, it 
might well be that the tax bonanza of a complete liquidation with 
little or no tax should have your serious attention. 


E. CorporRATE SEPARATIONS 


Now let’s turn our attention to corporate divisions or separations 
which are incident to estate planning, either before or after the death 
of a substantial stockholder. As a typical example, let us suppose that 
the stockholders of a corporation are comprised of two branches of 
a single family—perhaps the second generation of a family—or per- 
haps of two different families. Suppose, then, that there is disagree- 
ment respecting corporate policies. In the context of such a problem, 
as corporate advisor you will want to explore the possibility of divid- 
ing the corporation so that each group of stockholders may continue 
its separate way with a portion of the corporate enterprise allocated 
to each. ' 

We are here talking about the continuance of both operations 
after the division of the corporation among the stockholders. Further- 
more, each of the operations will be continued in corporate solution. 

Now to be a little more specific, let us assume that a corporation 
operates two shoe stores. Sometime ago the father, who was the sole 
shareholder, died, leaving his stock to his two sons. With the passage of 
years, differences between the sons have grown and they have conflict- 
ing ideas respecting the operation of the two shoe stores. It might be 





21 Int. Rev. Code of 1954, § 302(b) (3). 
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possible to divide up this corporate business so that one takes over, in 
corporate form, the operation of one shoe store, and the second son 
takes over, again in corporate form, the operation of the second shoe 
store. It might be possible to distribute tax-free to one son the shares 
of a newly created or long existing subsidiary corporation operating 
one of the shoe stores, tax-free in exchange for his shares in the 
distributing corporation. Assuming that such a division into two 
corporations is possible consistently with tax objectives—that is, tax- 
free—then as corporate counsel you will have obtained a handsome 
result: the ownership of one corporation owning one store by one 
son, and the ownership of the corporation’s stock entirely by the 
other son. Each son will then be free to pursue his own policies 
without interference from any co-stockholder. 

Section 355, under certain circumstances, permits stockholders 
of a simple corporation to rearrange their stock holdings so that the 
simple corporation is divided and the shareholders own stock in more 
than one corporation—and this without incurring any income tax 
upon their receipt of shares in the other corporation. According to 
section 355, each corporation after the distribution must operate a 
trade or business. Furthermore, the distributing corporation must have 
operated the trade or business (either itself or through a subsidiary) 
for at least five years prior to the date of distribution. The Regula- 
tions adopt a two-business test and dwell upon the necessity for the 
distributing corporation—either itself or through a subsidiary—to 
have been operating ¢wo businesses, each for at least five years.?* The 
examples under the Regulations rigidly apply this two-business rule. 

Actually, however, the first difficulty is not in the application of 
the two-business rule, but rather in determining whether or not the 
statute in point of fact requires two separate businesses; it appears 
merely to require that a business shall have been conducted for at 
least five years** and that, after the separation, each corporation be 
actively engaged in a business.** Furthermore, the majority of the 
Tax Court in the Coady case decided in early 1960 expressly held 
that the two-business requirement of the Regulations is invalid. If 
I were involved in litigating the question, I would place my own 
personal money on the side of the majority of the Tax Court. Again, 
however, we are here at the planning stage, and that being the case, 
I must reluctantly suggest that you assume that there is a two-business 
requirement under section 355. 

22 Treas. Reg. § 1.355-1(c) (1955). 
23 Int. Rev. Code of 1954, § 355(b) (2). 


24 Int. Rev. Code of 1954, § 355(b) (1). 
25 Edmund P. Coady, 33 T.C. 771 (1960). 














316 OHIO STATE LAW JOURNAL [Vol. 22 


You should observe that under the tax-free provisions of section 
355 it is necessary that the distributing corporation distribute stock 
in a corporation owning and operating the second business. In the 
usual case, of course, both businesses will have been operated by the 
same corporation, without the intervention of a subsidiary corpora- 
tion. In that conventional situation, it is quite easy, however, for you 
to square the distributing corporation around to the position where it 
can make a distribution of subsidiary corporation stock in exchange 
for the receipt by it of its own shares. This can be done by deliberately 
organizing a subsidiary corporation and transferring to it the assets 
of the second business in an exchange which is tax-free under section 
351. Section 351 is the section which is so frequently used in making 
the transfer of assets tax-free to the shareholder when a new corpora- 
tion is organized, and I shall not linger over its provisions. Suffice to 
say that it is extremely easy to take advantage of section 351 by 
having the parent corporation exchange its assets comprising the 
second business in exchange for stock in a newly-formed subsidiary 
corporation. That being true, the parent corporation is then in a 
position to take advantage of section 355 by distributing the stock in 
its newly-formed subsidiary corporation in exchange for its own out- 
standing stock owned by the shareholder who is to be divorced from 
the old corporation. The five year business rule, incidentally, is the 
subject of a sort of tacking procedure here because even though the 
subsidiary corporation is newly formed, if the business which was 
transferred to that subsidiary has been conducted for an aggregate of 
more than five years by the parent and subsidiary together, then the 
five year rule has been satisfied.*® 

If then, you can satisfy the two-business rule, you should consider 
section 355 in estate planning when you have two groups of stock- 
holders who are at loggerheads. That might occur after the death of 
a principal shareholder or you might even care to avail yourself of 
section 355 in planning an estate prior to the death of the principal 
shareholder. Thus, a, father might want to divide up an existing cor- 
porate enterprise in his will between different branches of his family, 
contemplating the fact that the entire corporate enterprise will not 
be satisfactorily run by both branches operating together. That being 
true, you might want to divide the business tax-free to the father under 
section 355, thus placing yourself in position to draft a will disposing 
of the stock in two corporations rather than in only one corporation. 

Quite clearly, therefore, section 355 will frequently be a useful 
estate planning tool. 





26 Int. Rev. Code of 1954, §§ 355(b)(2)(C) and (D). 
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SUMMARY 


We have seen that corporate readjustments will frequently be 
important in pre-death and post-death estate planning. 

In the area of corporate redemptions, we saw that section 302, 
exempting stock redemptions from ordinary dividend taxation in 
certain circumstances, can be extremely valuable. At the practicing 
level, however, where a corporation is family-owned, section 302, 
because of the ownership attribution rules, will frequently no longer 
be available after the head of the family dies. Frequently, therefore, 
there will be a handsome premium in taking advantage of section 302 
in pre-death planning. We saw that section 303, applicable only after 
a stockholder’s death, sometimes permits redemption of the decedent’s 
shares without ordinary dividend taxation; the amount so qualifying 
is, however, limited. 

We examined the tax-free provision permitting the exchange of 
new preferred stock for old common stock. In some instances, how- 
ever, it will be preferable simply to issue a preferred stock dividend on 
common stock, rather than to follow the exchange route. This sub- 
stitution of preferred for common stock will be advisable when it is 
desired to shift the control of a corporation and stabilize the dollar 
value of the interest of an erstwhile common stockholder. 

We saw that a complete corporate liquidation after a sole or 
major stockholder’s death will frequently be advantageous. In pro- 
bating an estate, the possibility of such complete liquidations should 
not be overlooked. 

Where stockholders or groups of stockholders are in disagreement, 
a corporate separation will frequently solve the problem and permit 
each faction to go its own independent way. 

The foregoing matters all concern corporate readjustments. Per- 
haps surprisingly, however, they are all germane to estate planning, 
which manifestly involves more than the mere drafting of wills and 
trust agreements. 








VOLUNTARY PAYMENTS TO WIDOW OR 
BENEFICIARIES OF DECEASED 
EMPLOYEES 


GRANT S. RiIcHARDs* 


The possibility that a substantial payment of money made by 
a company to the widow or beneficiary of a deceased employee may 
be deductible for income tax purposes by the company, and tax 
free to the widow or beneficiary, makes this subject one of consider- 
able interest to taxpayers. Futhermore, the volume of current cases 
on this subject is sufficiently large and the divergence of judicial 
opinion so marked as to make this a subject of timely and continuing 
interest to the practitioner. 

We are here concerned only with the more recent developments 
in the tax treatment of voluntary payments made to the estate or 
beneficiaries of a deceased employee, as distinguished from payments 
made pursuant to a contract (express or implied),’ or payments of 
amounts in which the deceased employee had a nonforfeitable interest 
under a qualified profit-sharing, pension or stock bonus plan, or 
under some other form of nonqualified deferred compensation ar- 
rangement. Section 101(b) of the Internal Revenue Code of 1954 pro- 
vides for a $5,000 exclusion from gross income for amounts re- 
ceived by the estate or beneficiaries of a deceased employee if paid 
by reason of the death of the employee, except for amounts in which 
the employee had, immediately prior to death, a nonforfeitable right 
to receive while living. An exception to the exception is provided with 
respect to amounts paid under certain qualified profit-sharing, pen- 
sion or stock bonus plans, even though nonforfeitable, which are 
entitled to the $5,000 exclusion.” 

Except for payments deemed to be gifts and except for amounts 
qualifying for the $5,000 exclusion, all other payments would be 
income and would qualify as income in respect of a decedent,’ the 
treatment of which is beyond the scope of this article. 





* Partner, Law Firm of Knepper, White, Richards, Miller & Roberts, Columbus, 
Ohio; Member, Tax Section of the American Bar Association. 

1 A contractual obligation to make such payments may be implied from an estab- 
lished practice of the employer in making such payments or from the adoption of a 
plan to do so. In such case, the payments, subject to the $5,000 exclusion provided 
by § 101(b)(2)(A) of the Internal Revenue Code of 1954, constitute taxable income. 
Bausch’s Estate v. Comm’r, 186 F.2d 313, 40 Am. Fed. Tax R. 61 (7th Cir. 1951). 

2 Int. Rev. Code of 1954, § 101(b)(2)(B). 

8 Int. Rev. Code of 1954, § 691. O’Daniel Estate v. Comm’r, 173 F.2d 966, 37 Am. 
Fed. Tax R. 1249, 49-1 U.S.T.C. J 9235 (2d Cir. 1949). 
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For a more comprehensive treatment of the background of this 
subject there have been published several excellent articles. Let 
us examine the tax treatment of the voluntary payment as to both 
the payee and the payor. 


Tax TREATMENT OF AMOUNTS RECEIVED By Wipow 


For ease of reference we shall refer to payments received by 
the widow. This is not to suggest that payments received by other 
beneficiaries should be treated differently. The general problem arises 
in distinguishing whether the payment is a gift, and therefore ex- 
cluded from gross income,° or a non-donative payment of some kind 
which is included within gross income and so taxable.® 

In the recent case of Commissioner v. Duberstein,’ the Supreme 
Court made a rather comprehensive analysis of the concept of 
“gift,” as distinguished from a non-donative payment, for federal 
income tax purposes. The Duberstein case did not involve a volun- 
tary payment to the beneficiary of a deceased employee, but involved 
the presentation of a Cadillac in appreciation for certain customer 
information provided to the “donor” company by the “donee” of the 
Cadillac. The Court pointed out that the concept of “gift” as used 
within the meaning of the Internal Revenue Code is not the same 
as used in the common law sense, but is used in a more colloquial 
sense; that the mere absence of a legal or moral obligation to make a 
payment does not establish that it is a gift. If a payment proceeds 
“from the incentive of an anticipated benefit of an economic nature” 
it is not a gift within the meaning of the Internal Revenue Code, 
said the Court. For the payment to be a gift it must proceed from a 
detached and disinterested generosity arising out of affection, respect, 
admiration, charity or like impulse. 

The full impact of the Duberstein case on the tax treatment 
of voluntary payments to widows of deceased employees is yet to 
be felt. Shortly after the Duberstein decision, the Tax Court de- 
cided the Pierpont case.* In Pierpont the company voluntarily paid 





4 See e.g., Diehl, “Payments To Widows of Corporate Employees; Recent Cases 
and Rulings,” So. Calif. Tax Inst. 491 (1960). 

5 Int. Rev. Code of 1954, § 102(a). “General Rule—Gross Income does not include 
the value of property acquired by gift, bequest, devise, or inheritance.” 

6 Int. Rev. Code of 1954, § 61(a). “General Definition—Except as otherwise pro- 
vided in this Subtitle, gross income means all income from whatever source derived, 
including (but not limited to) the following items: (1) Compensation for services, in- 
cluding fees, commissions, and similar items; ... .” 

7 363 U.S. 278, 5 Am. Fed. Tax R.2d 1626, 60-2 U.S.T.C. J 9515 (1960). 

8 Estate of Mervin G. Pierpont, 35 T.C. No. 10 (1960). 
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to the widow of the deceased employee an amount equal to one year’s 
salary of the deceased employee, paid in monthly installments over a 
period of approximately thirty-three months. The Tax Court held 
the payments to be a continuation of salary, taxable as income, and 
not a payment intended to be a gift. In so holding, the court seemed 
to ignore the objective issues involved in these kind of cases and 
never really came to grips with the fundamental problems. The Tax 
Court based its decision on the broad generalized language of the 
Duberstein opinion, and in so doing seemed to take the position that 
any continuation of salary payments to the beneficiaries of a deceased 
employee constitute taxable income, except for the $5,000 statutory 
exclusion. As pointed out by Judge Kern in his dissent, the Duber- 
stein decision did not so hold; the problem is still a factual one, and 
Duberstein did not overrule all prior authorities on this subject. 
In the case of Jvan v. Nickerson,® also decided by the Tax Court, 
the court did not need to resort to Duberstein to find that voluntary 
payments to the beneficiaries of a deceased employee were in fact a 
disguised distribution of earnings and profits. At least the Tenth 
Circuit Court of Appeals has not been stampeded by the Duberstein 
decision. In affirming the District Court of Colorado in the case of 
Kasynski v. United States,’® that court rejected the argument that 
a corporation in making payments to the widow of a deceased em- 
ployee may not have the personalized feelings to make a gift as 
required by the Duberstein case. Thus, Duberstein has not eliminated 
the basic problem. 

The basic problem is somewhat obscured. The Internal Revenue 
Code has long contained a specific exclusion from gross income with 
respect to amounts paid by the employer to a beneficiary of a de- 
ceased employee. Under the 1939 Code, amounts received by a bene- 
ficiary by reason of the death of the employee, if paid pursuant to a 
contract, were excluded from gross income.’' The exclusion was 
limited to $5,000 for any one employer.’ The counterpart of section 
22(b) of the Internal Revenue Code of 1939 is section 101(b) of the 





9 19 CCH Tax Ct. Mem. 1508, 29 P-H Tax Ct. Mem. 1671 (1960). 

10 284 F.2d 143 6 Am. Fed. Tax R.2d 6060 (1959), aff'd, 6 Am. Fed. Tax R.2d 5917 
(10th Cir. 1960). 

11 Int. Rev. Code of 1939, § 22(b). “Exclusions from Gross Income—“The following 
items shall not be included in gross income ..., (1) ... amounts received... 
(B) under a contract of an employer providing for the payment of such amounts to 
the beneficiaries of an employee, paid by reason of the death of the employee; . . .” 

12 Int. Rev. Code of 1939, § 22(b)(1)(B). “. .. The aggregate of the amounts 
excludable under subparagraph (B) by all the beneficiaries of the employee under all 
such contracts of any one employer may not exceed $5,000.00.” 
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1954 Code. Under the 1954 Code, the requirement that the payment 
be pursuant to a contract was eliminated, and the $5,000 limitation on 
the exclusion was made applicable to any one employee rather than to 
payments made by any one employer.’* It remains to be seen, as will 
be pointed out later in this article, whether Congress intended any 
more fundamental changes than the two mentioned above. 

Initially, the Commissioner of Internal Revenue followed a 
rather liberal policy and treated payments made to widows of de- 
ceased employees “without enforceable obligation” as gifts and not 
income.'* His position seemed to be predicated on the widow or 
payee having rendered no service to the employer company in ex- 
change for the payment. By 1950 the Commissioner had become less 
liberal in his policy as to these payments, and announced that ir- 
respective of a plan, and whether the payments were voluntary or 
involuntary, or definite or indefinite, they would, if “in consideration 
of services rendered by the employee” be taxable income of the 
widow.’® Here the Commissioner’s position seems to have been pred- 
icated upon the payor company having received services. I.T. 4027 
did not meet with much success and was rejected by the Tax Court in 
the case of Helstrom v. Comm’r.’® In holding that the voluntary 
payments in that case were gifts and not income, the court set forth 
as controlling factors: (1) that the payments were made to the 
widow rather than the estate; (2) that the corporation had no obli- 
gation to pay additional compensation to the deceased employee; 
(3) that the corporation received no benefit from the payment; (4) 
that the widow performed no services for the corporation; (5) and 
that the husband’s services had been fully compensated. 

In 1958 the Commissioner, as a matter of litigation policy, 
announced that as to cases arising under the 1939 Code, voluntary 
payments to beneficiaries would be treated as gifts unless there was 
clear evidence that the payments were intended as additional com- 
pensation or as dividends.’* 

The cases under both the 1939 and the 1954 Internal Revenue 
Code, indicate that widows have been extremely successful in 





13 Int. Rev. Code of 1954, § 101(b)(2)(A). “Employee Death Benefits—(1) Gen- 
eral Rule—Gross income does not include amounts received (whether in a single sum or 
otherwise) by the beneficiaries or the estate of an employee, if such amounts are paid 
by reason of the death of the employee. (2) Special Rules for Paragraph (1).— 
(A) $5,000.00 Limitation—The aggregate amounts excludable under paragraph (1) with 
respect to the death of any employee shall not exceed $5,000.00.” 

14 |.T. 3329, 1939-2 Cum. Bull. 153. 

15 1.T. 4027, 1950-2 Cum. Bull. 9. 

16 24 T.C. 916 (1955). 

17 Rev. Rul. 58-613, 1958-2 Cum. Bull. 914. 








322 OHIO STATE LAW JOURNAL [Vol. 22 


establishing that voluntary payments were gifts to them and not 
taxable income.’* An analysis of these cases does not reveal any con- 
sistent objective factual pattern from which a clear-cut legal princi- 
pal can be established. In the cases cited (in all of which the pay- 
ments were held to be gifts), the amount of the payment ranged from 
$50,000 to less than $5,000. The relationship of the payment to the 
salary of the deceased employee ranged from the equivalent of three 
months’ salary to three years’ salary. In some cases the employer 
company followed a plan of making voluntary payments to others, 
in some they did not. In some cases the deceased employee owned a 
controlling stock interest in the employer company, and in some he 
owned no stock. In some cases the payee was a stockholder, and 
in some not. In only one case was the payee also an employee of 
the company in her own right.’® 
In the case of Reed v. United States,?° the government made 

a new attack in an attempt to hold the voluntary payments to 
be taxable income, and by this attack has suggested that there has 
been a fundamental statutory change as a result of the enactment of 
section 101(b) of the Internal Revenue Code of 1954. As was pointed 
out, section 22(b) of the 1939 Code was entitled “Exclusions from 
Gross Income.”*! The counterpart in the 1954 Revenue Code is sec- 
tion 101(b) and is entitled “Employee’s Death Benefits.’”** In the 
Reed case the Commissioner belatedly took the position that by the 
enactment of section 101(b) of the Revenue Code, Congress was ad- 
dressing itself to all death benefit payments, and that regardless of 
the nature of such payments, any amount over $5,000 would be tax- 
able as income to the payee. In holding for the taxpayer, the court 
rejected the Commissioner’s argument, and it seems rightfully so. It 
does not appear from the change in the statute that Congress intended 
to do more than eliminate the contractual provision contained in the 
1939 Code, and to limit the $5,000 exclusion to one employee. How- 

18 United States v. Kasynski, supra note 10; Neuhoff v. United States, 1 Am. Fed. 
Tax R.2d 1702, 58-1 U.S.T.C. § 9506 (S.D. Fla. 1958); Friedlander v. United States, 
1 Am. Fed. Tax R.2d 620, 58-1 U.S.T.C. § 9182 (E.D. Wis. 1958); Rodner v. United 
States, 149 F. Supp. 233, 50 Am. Fed. Tax R. 1952, 57-1 US.T.C. { 9392 (S.D.N.Y. 
1957); Flora B. Slater, 51 Am. Fed. Tax R. 1677, 56-2 U.S.T.C. § 9892 (S.D. Calif. 
1956); Baur v. United States, 51 Am. Fed. Tax R. 1353, 57-1 US.T.C. { 9210 (S.D. 
Ind. 1956) ; Estate of Arthur W. Hellstrom, 24 T.C. 916 (1955); Alice M. McFarlane, 19 
T.C. 9 (1952); see also Estate of Frank J. Foote, 28 T.C. (1957); Louise K. Aprill, 
13 T.C. 707 (1949). 

19 United States v. Kasynski, supra note 10. 

20 177 F. Supp. 205, 3 Am. Fed. Tax R.2d 719, 59-1 US.T.C. § 9264 (W.D. Ky. 
1959), af’d, 277 F.2d 456 (6th Cir. 1960). 


21 Int. Rev. Code of 1939, § 22. 
22 Int. Rev. Code of 1954, § 101(b). 
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ever, it must be admitted, that there has been a change in emphasis. 
Under the 1939 Code the emphasis was on the character of the pay- 
ment, regardless of the number of such payments; under the 1954 
version, the emphasis is on the amount rather than the character of 
the payment. After the Sixth Circuit affirmed the decision in the 
Reed case, the Commissioner announced his nonacquiescence.** In 
accord with the Reed decision is Cowan v. United States decided by 
the District Court of Georgia.** It is understood that counsel for the 
government has decided not to appeal the Cowan decision and thus 
place in issue within the Fifth Circuit the Commissioner’s announced 
policy with respect to the Reed case. There is, by way of dictum only, 
some support for the Commissioner’s position taken in the Reed case. 
In the Bounds case the court said: 


While this controversy arises under the Internal Revenue Code of 
1939 the law has now been amended and the problem with which 
we are here concerned cannot arise in the future. The new law re- 
jects the tests which have been found unsatisfactory in practice 
and unequivocally makes non-taxable payments to the employee’s 
estate or family, made by reason of his death, but it imposes a 
$5,000 limitation.*® 


This issue was squarely before the Tax Court in the Pierpont 
case*® but the court side-stepped it completely. 

Therefore, we have two schools of thought as to whether the 
Internal Revenue Code of 1954 has made a substantive change in 
the taxability of voluntary payments. On the one hand is the decision 
of the Sixth Circuit in the Reed case supported by the District Court 
of Georgia; on the other, the position of the Commissioner of Internal 
Revenue supported by dictum in the Rodner case (United States 
District Court for the Southern District of New York), and the 
Bounds case (Fourth Circuit Court of Appeals). A third possible 
treatment of these payments is as a distribution of earnings and profits 
rather than as a gift or some form of compensable income. Several 
cases have held voluntary payments to be gifts even though the de- 
ceased employee owned a controlling stock interest in the employer 
company. However, in a recent Tax Court memorandum decision,” 
the Commissioner successfully attacked the voluntary continuation 
of the father’s salary which was paid to his five sons over a period in 


23 T.I.R. No. 252 (Sept. 12, 1960). 

24 6 Am. Fed. Tax R.2d 5499, 60-2 U.S.T.C. § 9674 (N.D. Ga. 1960). 

25 Bounds v. United States, 262 F.2d 876, 3 Am. Fed. Tax R.2d 389 (4th Cir. 
1958). 

26 Estate of Pierpont, supra note 8. 

27 Ivan v. Nickerson, supra note 9. 
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excess of two years, the sons being the beneficiaries of the father’s 
estate and succeeding to his stock in the company. Where the facts 
warrant such a decision, the Commissioner will probably enjoy more 
success in this area. It would also seem to follow that if the payments 
are held to be a disguised distribution of earnings and profits in the 
form of dividends, the $5,000 exclusion provided by section 101(b) 
would not apply. 


TREATMENT OF VOLUNTARY PAYMENTS BY EMPLOYER 


Under the Internal Revenue Code of 1939 such payments were 
treated as “ordinary and necessary business expenses.”** I.T. 3329 
issued in 1939*° ruled that the voluntary payment of death benefits 
was deductible to the corporation as a business expense within certain 
limits. The Treasury Regulations issued under the 1939 Code pro- 
vided: 


When the amount of salary of an officer or employee is paid for a 
limited period after his death to his widow or heirs, in recognition 
for the services rendered by the individual, such payments may be 
deducted ... .*° 


The limitation as mentioned in the Regulations and by the Com- 
missioner in his publications seemed to revolve around the amount and 
the duration of the payment. In the case of J. Putnam, Inc.,*' the 
Tax Court approved continuing voluntary payments equivalent to the 
salary of the deceased employee for a period of twenty-four months. 
This limitation, both as to amount and time, seemed to constitute a 
rule-of-thumb as to the amount deductible by the corporation as a 
trade or business expense. 

In 1954 the Commissioner seemed to shift his position from the 
“limited period” concept to that of the “reasonableness of total com- 
pensation.” In Revenue Ruling 54-625,°* the Commissioner allowed 
the deduction of an amount equivalent to one year’s salary of the 
deceased employee, the payment of which was to be spread over 
twelve years. The Tax Court in Fifth Avenue Coach Lines, Inc.,** 
considered the payment of an amount equivalent to approximately 
two and a half years’ salary paid to the widow over a period of five 
years. The court found that the deceased employee had been under- 





28 Int. Rev. Code of 1939, § 23. 

29 1.T. 3329, 1939-2 Cum. Bull. 153. 

30 Treas. Reg. § 39.23(a)-9. 

31 I. Putnam, Inc., 15 T.C. 86 (1950). 

32 Rev. Rul. 54-625, 1954-2 Cum. Bull. 85. 

33 31 T.C. 1080, aff'd on other grounds, 281 F.2d 556 (2d Cir. 1960). 
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paid during bad times and that the payments made to the widow were 
a combination of gifts to her and additional compensation. 

In the enactment of the Internal Revenue Code of 1954, section 
162 became the counterpart of the old section 23(a). However, section 
23(p)(i) of the 1939 Code pertaining to the payment of deferred 
compensation was not re-enacted as a subsection of section 162, but 
was contained in a new section 404 of the Internal Revenue Code of 
1954 dealing with deductibility of deferred compensation generally.™ 
If a payment can be deducted as a trade or business expense under 
section 162, it can be accrued and taken as a deduction by an “accrual 
basis” taxpayer. On the other hand, under section 404(a)(5), a de- 
duction may be taken only in the year of actual payment regardless 
of the system of accounting used by the employer taxpayer. The 
Commissioner has now taken the position, both by Regulation® and 
otherwise, that all payments made to widows or beneficiaries of a 
voluntary nature are the equivalent of additional compensation to the 
employee under a deferred plan and hence only deductible in the year 
when actually paid.** 


THE SAME PAYMENT AS CONSTITUTING A GIFT TO THE WIDOW AND 
AN ORDINARY AND NECESSARY BUSINESS EXPENSE TO THE 
CORPORATION 


The present state of law seems to indicate that a given payment 
can be treated as a gift to the widow or beneficiary (hence excludable 
from her income) and the payment of an ordinary and necessary busi- 
ness expense by the company (hence deductible by the company for 
tax purposes). 

There are those who maintain that once the nature of a payment 
has been established, the treatment of it should be uniform for all 
purposes and as to all taxpayers. The Supreme Court of the United 
States, in a 5-4 decision, held that the payment of the same amount 
cannot be both a gift and compensation.** In a strong dissent in that 
case, Justices Brandeis, Stone, Cardozo, and Black pointed out that, 
“The Categories of gift and compensation are not always mutually 
exclusive, but can at times overlap.” 


34 Int. Rev. Code of 1954, § 404. 

35 Treas. Reg. § 1.404(a)-12 (1956): “ ... Similarly, if amounts are paid as a 
death benefit to the beneficiaries of an employee (for example, by continuing his 
salary for a reasonable period) and if such amounts meet the requirements of Section 
162 or 121, such amounts are deductible under Section 404(a)(5) in any case when 
they are not deductible under the other paragraph of Section 404(a).” 

36 Champion Spark Plug, 30 T.C. 295, aff'd, 266 F.2d 347 (6th Cir. 1959), non-acq., 
1958-2 Cum. Bull. 9. 

37 Bogardus v. Comm’r, 302 U.S. 34, 19 Am. Fed. Tax R. 1195, 37-2 US.T.C. 
7 9534 (1937). 
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The Tax Court in Fifth Avenue Coach Lines, Inc.,** found that 
voluntary payments could be gifts on the one hand but nevertheless 
deductible by the corporation as a necessary business expense. Seldom 
are both issues before a court in the same case. Furthermore, this 
question has not been placed in issue because the Commissioner has 
failed to question the deduction in those cases wherein he sought to 
tax the payments to the widow as income. There is no assurance that 
the Commissioner will continue this practice. 

If one is unable to accept the “dual nature” of these payments 
and concludes that what is a gift to the payee must also be a gift by 
the payor company, the Commissioner will have yet another avenue 
of attack, which as yet he has not taken in any of the reported cases. 
This relates to the gift tax and constructive receipt of dividends ques- 
tion. While the gift tax statute contemplates that gifts will be made 
only by individuals,®® the Regulations provide that a transfer by a 
corporation by way of gift constitutes a gift by the shareholders of the 
corporation, and that if the donee is also a shareholder, it is a gift to 
him by the other shareholders, unless the transfer is deemed to be a 
distribution of earnings and profits or a distribution in liquidation.*® 
Assuming the validity of this Regulation, this would mean that in all 
cases where the voluntary payment was held to be a gift by the 
corporation, it would then be deemed to be a gift by the shareholders 
of the corporation and that if that portion of the gift allocated to 
any shareholder would exceed $3,000, the excess could constitute a 
taxable gift, unless exempt under the donor’s life time exemption. As 
a corollary, would it not also follow that if the shareholder has made 
a gift to the widow or beneficiary, it could only have been made out 
of a distribution of earnings and profits constructively received by the 
donor shareholder? If so, not only would the corporation lose the 
deduction but the donor shareholders would be liable for income tax 
on the dividend income constructively received. As a practical matter, 
the gift tax question involving shareholders would arise only in those 
cases wherein there would be a very closely held corporation and a 
rather substantial payment to the widow or the beneficiary. However, 
every case of a voluntary payment of this kind would involve serious 
consideration if the amount is to be allocated and taxed to the share- 
holders as dividend income under the constructive receipt theory. It 
isn’t likely that we have seen the end of litigation on this question. 





88 Supra note 33. 

39 Int. Rev. Code of 1954, § 2501. 

40 Treas. Reg. § 25.2511(h) (1958). See also H.R. Rep. No. 708, 72d Cong., 1st Sess. 
27 (1932); S. Rep. No. 665, 72d Cong., 1st Sess. 39 (1932). 








DEATH AND TAXES — | 


THE INTERRELATIONSHIP OF DEVOLUTION DOC- 
TRINES WITH FEDERAL INCOME AND ESTATE 
TAX IN DETERMINING RESPONSIBILITIES OF A 

DECEDENT, HIS ESTATE AND HIS 
SUCCESSORS 


A Study of Interrelated Federal 
Tax Theories and Their Predicates 
in Legal History and Doctrine 


R. T. BorEHM* 


“Tax law is not a separate, water-tight compartment. It 
is only a part of the general fabric of the law.” 


ArcH M. CANTRALL** 
There is need to “eradicate the factual disconnection of 


subjects. There is only one subject for education and that 
is life in all its manifestations.” 


ALFRED NortTH WHITEHEAD*** 


INTRODUCTION 


“Taxation is eminently practical and is in fact brought to every 
man’s door.”* In everyday practice the federal estate, gift and in- 
come taxes are brought to the doorstep by practical impositions upon 
a widely sweeping variety of legal rights. After the special circum- 
stance of death, there follow other complicating factors. Death itself 
approximates the taxable event for estate tax purposes, since it trig- 
gers many of the devolution devices.* It complicates even more the 





* Partner, Boehm & Rance, Attorneys at Law, Columbus, Ohio; Lecturer in Law, 
College of Law, The Ohio State University. 

** Arch M. Cantrall, formerly Chief Counsel Internal Revenue Service ; “The Activities 
of the Office of the Chief Counsel,” 36 Taxes 853, 856 (1958). 

*** Alfred North Whitehead, 1861-1947, long-time professor on two continents, The 
Aims of Education 10 (1932). 

1 Mr. Justice Peckham, deciding Nicol v. Ames, 173 U.S. 509, 519, 3 Am. Fed. 
Tax R. 2661 (1899); the same notion was repeated by Mr. Justice McReynolds in 
Farmers Loan & Trust Co. v. Minn., 280 U.S. 204, 8 Am. Fed. Tax R. 10257 (1930), 
by Mr. Justice Sutherland in Tyler v. United States, 281 U.S. 497, 503, 8 Am. Fed. Tax 
R. 10912, 10915 (1930), and by Mr. Justice Black in United States v. Jacobs, 306 
USS. 363, 22 Am. Fed. Tax R. 282, 39-1 U.S.T.C. § 9336 (1939). 

2 The Supreme Court early held that the federal estate tax falls not on the property 
itself but is an excise tax which falls on the privilege of transmission to others. Knowlton 
v. Moore, 174 U.S. 41, 3 Am. Fed. Tax R. 2684 (1900); New York Trust Co. v. Eisner, 
256 U.S. 345, 3 Am. Fed. Tax R. 3110 (1921). 
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income tax pattern because of the additional intermixture of more 
time, additional taxable persons, varying rates and divergent devices 
of devolution. 

In the nature of things, the rights to untaxed income owned at 
death must be specially treated to adjust for the fact of death, either 
to avoid a loophole by which successors altogether escape the income 
tax,* or conversely to avoid a method as a result of which they might 
be required to pay more merely because of it. But the fact of suc- 
cession is also involved; at the instant of death, if all the income 
rights of a decedent had been successfully realized, if all his de- 
ductibles had been paid in fact and had been returned for taxation 
up to his death, and if the resulting income tax liabilities had been 
satisfied, the decedent’s estate would still be liable for a succession 
tax upon the net value of the assets remaining in hand. To assume 
this unrealistically comprehensive settlement highlights the obvious; 
the fact and timing of death are hardly more considerate and con- 
venient to the tax collector than to others. Lacking an overall com- 
position up to death, some successor must assemble the information, 
marshall the assets, satisfy the creditors and pay the taxes. 


A SURVEY OF THE BACKGROUND OF STATE PROPERTY DEVOLUTION 
DocTRINES WHICH AFFECT FEDERAL INCOME AND ESTATE TAX 
RESPONSIBILITIES FOLLOWING DEATH 


Overgeneralizing,® it can be said that the determination of fed- 
eral income tax liabilities tends to hinge primarily on federal con- 
cepts,® but not always.’ By contrast, federal estate tax liability falls 





3 For example see Nichols v. United States, 64 Ct. Cl. 241, 6 Am. Fed. Tax R. 6592 
(1927) in which ante-mortem uncollected income rights which were includible in an 
estate as corpus were not taxable as income when collected prior to 1934. 

4 The bunching problem and the present statutory solution were discussed in Comm’r 
v. Linde, 213 F.2d 15, 45 Am. Fed. Tax R. 1522, 1526, 54-1 U.S.T.C. § 9384 (9th Cir.), 
cert. denied, 348 U.S. 871 (1954). 

5 The scope and accuracy of, and the sweep of extensive exceptions to these grand 
summaries require separate inquiries of major proportions. 10 Mertens, Law of Federal 
Income Taxation § 61 (1958; 1 Mertens, Law of Federal Gift & Estate Taxation § 10 
(1959) ; Rabkin & Johnson, Federal Income Estate & Gift Taxation § 71.08 (1951). 

6 Among many other, consider Lyeth v. Hoey, 305 U.S. 188, 21 Am. Fed. Tax R. 
986, 38-2 U.S.T.C. § 9602 (1938) holding that state law defining incomes and inheritances 
is not controlling in determining federal statutory exemption of inheritance from the 
income tax. 

7 Occasionally federal law will import state legal doctrine to determine federal in- 
come tax consequences. Thus, for example, it has been held that state law defines 
payment under the meaning of the statute which requires payment within two and one-, 
half months by certain corporations to related persons under the Internal Revenue Code 
of 1954, § 267. Lincoln Storage Warehouse Co. v. Comm’r, 189 F.2d 337, 40 Am. Fed. 
Tax R. 691, 50-2 U.S.T.C. J 9394 (3d Cir. 1951) (under New Jersey law); accord 
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principally on rights which mostly are based on state law* without 
regard to who succeeds to the property values. Devolution devices 
determine the choice of the ultimate taxable person on whom falls 
the income tax traceable to the decedent or his property. 

Devolution technique potentially has two major functions: (1) it 
may be concerned with the payment of the debts of the decedent as 
a precedent condition followed by (2) distribution of the remaining 
property of the decedent to his successors. These two fundamentals 
do not necessarily coexist. There has grown up in the jurisprudence 
of most American states a trichotomy of methods and attitudes 
which are summarized and overly simplified at table 1, infra. 

These three governing doctrines are the remnant of three di- 
vergent legal histories each of which have had direct relevance in 
fashioning modern property devolution methods: 

1. Modern Probate Administration: Modern probate admin- 
istration arose out of the deep penetration of the medieval church into 
the temporal affairs of the English people. Before the Reformation, 
the church was an arm of government. As far back as Norman times, 
ecclesiastical courts considered themselves charged with the duty to act 
pro salute anima, for the good of the soul of the decedent.’® To protect 
the decedent’s post-mortem conscience it was necessary that his unpaid 
debts be satisfied. This finished, the church supervised the distribu- 
tion of personal property to sucessors."’ In a later era after the Ref- 





Barneby Cheney Engineering Co., 13 CCH Tax Ct. Mem. 683, 23 P-H Tax Ct. Mem. 
655 (1954) (under Ohio law). 

8 Compare Morgan v. Comm’r, 309 U.S. 78, 80, 23 Am. Fed. Tax R. 1046, 40-1 
US.T.C. J 9210 (1940); Johnson v. Helvering, 141 F.2d 208, 210, 32 Am. Fed. Tax R. 
280, 44-1 U.S.T.C. § 9215 (2d Cir.), cert. denied, 323 US. 715 (1944); and notice 
Richardson v. United States, 177 F. Supp. 394, 4 Am. Fed. Tax R.2d 5642, 59-2 U.S.T.C. 
{ 9712 (E.D. Mich. 1959) (app. to 6th Cir. 1960) particularly urging as a ground of 
error the applied contrast between state and federal law. 

9 Recognizing the twin probate duty to first pay debts, then to distribute to suc- 
cessors, modern decisions have permitted extra-judicial distribution in the form of 
contractual family settlements where creditors were not directly damaged. 21 Am. Jur. 
“Executors and Administrators” § 21 (1958); Annot., 54 A.L.R. 976 (1928); see In re 
Estate of Christian, 33 Ohio L. Abs. 367 (Ct. App. 1940). 

10 See Holdsworth, infra note 11. 

11 “The ecclesiastical courts obtained jurisdiction over grants of Probate (sic) and 
Administration (sic) and to a certain degree, over the conduct of the executor and 
administrator. All these branches of their jurisdiction could be exercised only over per- 
sonal estate: and this abandonment of jurisdiction to the ecclesiastical courts has tended, 
more than any other single cause to accentuate the difference between real and personal 
property. Even when the ecclesiastical courts had ceased to exercise some parts of this 
jurisdiction, the law which they had created was exercised by their successors. . . .” 
Holdsworth, “The Ecclesiastical Courts and Their Jurisdiction,” in The History of English 
Law 301, 302-11 (1903). 
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ormation, the jurisdiction was partially shared with the chancery 
courts’* and was finally transferred exclusively to the English Court 
of Probate after 1857.'* American law follows these inherited practices. 

2. The Special Character and Quality of Modern Real Estate 
Law: This development resulted from the feudal system which 
brought with it the money and troop-raising obligations imposed on 
large English landowners after the Norman conquest in 1066. Wil- 
liam’s successors evolved the holder’s responsibility as a handy way 
to raise money and to provide armies for warfare.’* Perhaps it is 
this background which lives on in our current practice to refer to 
both taxes and soldiers as “levies.” To keep responsibility concen- 
trated, the right to convey land was limited in the early periods of 
English law.’® The tenacious rule of primogeniture was one familiar 
by-product.’® Severe limitations on the right to seize land for the 
payment of the debts of a decedent were another congruent result.’ 
The enforcement of the law of real estate was within the exclusive 
control of the law courts; to serve these policies, the judges evolved 
their own independent doctrine.** Thus the concentration of the 
right of descent to the exclusion of the claims of creditors was 
one fundamental application; the rights of creditors were necessarily 
held to be subordinate or non-existent.’® A corrollary standard is still 
very much intact in modern law: real estate descends directly to the 





12 Kiralfy, Potter’s Historical Introduction to English Law & Its Institutions 593 
(1958). 

13 The probate function in England was exercised by both the ecclesiastical and the 
chancery courts from about the time of the Restoration in 1660 until 1857. The ec- 
clesiastical jurisdiction had been abolished in 1640 by the Cromwellian legislature only 
to be reconstituted in 1641. Kiralfy, op. cit. supra note 12 at 220, 221. See also 21 Am. 
Jur. “Executors & Administrators” § 23 (1958). 

14 Kiralfy, op. cit. supra note 12 at 31, 481, 488, 557, 593; Kinnane, Anglo American 
Law 249-51 (2d ed. 1932). 

15 Kiralfy, op. cit. supra note 12, at 562; Walsh, A History of Anglo American Law 
52 (2d ed. 1932). 

16 Primogeniture seems to have been dominant if not absolute during much of 
English legal history until its effective statutory abolition in 1926 by Law of Property 
Act of 1925, § 201(2). Kiralfy, op. cit. supra note 12 at 557, 560 and 562 passim; Walsh, 
op. cit. supra note 15, at 284; Plucknett, A Concise History of the Common Law 497- 
500 (4th ed. 1948). 

17 “[FJeudal principles were opposed to making land liable to seizure for the debts 
of its owner. . . .” Not until 1807 in England could land be held for ordinary debt 
obligations of a deceased owner. Jenks, Short History of English Law 36, 37, 250 (2d 
rev. ed. 1922); 22 Ohio Jur. 2d “Executors & Administrators” § 144 (1956). 

18 Kiralfy, op. cit. supra note 12, at 219, 220, 553, 562, 593 passim; Kinnane, op. 
cit. supra note 14, at 275. 

19 See Jenks, op. cit. supra note 17. 
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heirs*® with the result that the general authority of the probate ad- 
ministrator over real estate is limited to only a few circumstances.” 
For these historically significant reasons, real property and personalty 
were treated differently by two differing and coexistent systems of 
English law which divergently viewed whether there was a duty to 
pay creditors** or whether the rights of successors were overriding.”* 

3. Contractual succession arrangements: These arrangements 
characterize a broad variety of rights which seem to be comparatively 
more modern in origin. Succession outside of the probate pattern 
and beyond the control of the probate courts is provided for as a 
result of an actively expressed present intent of the owner™* found in 
an inter vivos agreement for the post-mortem benefit of successors. 
These agreements behave like and resemble familiar third party 
benefits based upon old applications of the law of contracts.** Among 
a host of examples of non-probate successions based upon lifetime 
arrangements, the following familiar instances might be suggested: 





20 An executor or an administrator does not take title to a decedents realty, but the 
title is vested in the heirs or devisees, nor do they derive title through him. 21 Am. 
Jur. “Executors & Administrators” § 285 (1958); 33 C.J.S. “Executors & Adminis- 
trators” § 252 (1942) ; 22 Ohio Jur. 2d “Executors & Administrators” §§ 144, 394 (1956) ; 
see also Kiralfy, op. cit. supra note 12, at 556. 

21 Of course, the decedent may effectively grant authority by will to the executor 
to treat the realty as a part of the estate, 33 C.J.S. “Executors & Administrators” § 252 
(1942), or the authority may be conferred by statute so as to be approximately the 
same as the grant as to personalty. Ohio Rev. Code § 2113.311 (1958) allows the estate 
to control real estate for management in limited circumstances. 

22 Contrast the common law protection of landowners against creditors, supra note 
17, with the ecclesiastical doctrine requiring the payment of debts out of personalty in 
what is now a probate situation; see text at supra note 10. 

23 During the Middle Ages, intestacy was rare because this condition was viewed as 
a moral deficiency since the decedent was thought to have probably rejected the last 
ministrations of the church. Kiralfy, op. cit. supra note 12, at 562; Plucknett, op. cit. 
supra note 16, at 689. An administrator was considered the delegate of the bishop, but 
the executor was not. Kiralfy, op. cit. supra note 12, at 554, 561. 

24 The intent test has been verbalized as precedent ever since early in the emergence 
of the doctrine in Ohio. Comm’r v. Hutchison, 120 Ohio St. 361, 166 N.E. 352 (1929); 
Cleveland Trust Co. v. Scobie, 114 Ohio St. 241, 151 N.E. 373 (1926). 

25 Ohio has adopted the so-called contract theory as distinguished from the gift or 
trust theory. Rhorbacker v. Citizens Bldg. & Loan Ass’n, 138 Ohio St. 273, 34 N.E.2d 
751 (1941), noted in 8 Ohio St. L.J. 124 (1941). The contract idea when combined with 
a debtor-creditor relationship in which title passes to an obligor eliminates the need for 
delivery required by gift theory. Jn re Estate of Copeland, 74 Ohio App. 164, 58 N.E.2d 
64 (1943). The third party beneficiary theory was explicitly recognized in Lambert v. 
Lambert, 95 Ohio App. 187, 118 N.E.2d 545 (1953). See 12 Am. Jur. “Contracts” § 274 
(1958) which discusses the majority rule permitting a third party beneficiary to enforce 
the contract even though he is a stranger both to the contract and to the consideration. 
Ohio is in accord. Visintine & Co. v. New York, C. & S. L. R.R., 169 Ohio St. 505, 160 
N.E.2d 311 (1959); 11 Ohio Jur. 2d “Contracts” § 176 (1955). See also infra note 40. 
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(a) A life insurer agrees to make payment according to stated 
terms to designated beneficiaries** after the death of the insured.?? 

(b) A bank?® or building and loan association?® contracts 
to pay out a deposit account to a survivor beneficiary plainly desig- 
nated by the depositor as a successor®® even though to do so plainly 
offends public conscience.*! 

(c) The federal government promises to apply its own pub- 
lished standards** to determine outside of probate rules the party 
entitled to collect the post-mortem proceeds of government bonds.** 

(d) An employer as a part of his duties to his employee by 
contract undertakes to disburse death benefits to the employees 
designated beneficiary.** 





26 By Ohio statute the designated beneficiary in a life insurance contract cannot re- 
cover if murder was involved. See infra note 31. 

27 Keckley v. Coshocton Glass Co., 86 Ohio St. 213, 99 N.E. 299 (1912); 30 Ohio 
Jur. 2d “Insurance” § 5 (1958). 

28 Berberick v. Courtade, 137 Ohio St. 297, 28 N.E.2d 636 (1940); 7 Ohio Jur. 2d 
“Banks” § 121 (1954). For a good summary of the cases, see Jn re Schroeder, 75 Ohio 
L. Abs. 555, 144 N.E.2d 512 (P. Ct. 1957). 

29 8 Ohio Jur. 2d “Building & Loan Associations” § 31 (1954); the result is strongly 
influenced by Ohio Rev. Code § 1151.19 (1953). 

30 The effectiveness of survivorship designations turns on the presence of convincing 
evidence of intent. 7 Ohio Jur. 2d “Banks” § 122 (1954); Keyt v. Mitchell, 106 Ohio 
App. 149, 153 N.E.2d 690 (1957) ; Bauman v. Waltet, 160 Ohio St. 273, 116 N.E.2d 435 
(1953). 

31 A series of cases reinforce one infamous precedent in Ohio which permitted a 
murderer to take property held in a joint bank account where he was the survivor 
beneficiary. Had the asset been probate property, this result would have been forbidden 
by Ohio Rev. Code § 2105.19 (1953). Oleff v. Hodapp, 129 Ohio St. 432, 195 N.E. 
838 (1935). Far from being concerned with the conscience of the survivor, the Ohio 
Supreme Court held for the murderer based upon the vested interest notion. It was 
admittedly unhappy with its own result, but contended itself with the comment 
that it sat as “a court of law and not a theological institution.” The case has been 
soundly criticized; Vanneman, “The Constructive Trust: A Neglected Remedy in Ohio,” 
3 Ohio St. L.J. 1 (1936); 10 U. Cinc. L. Rev. 366 (1938). See also note, 27 U. Cinc. L. 
Rev. 135 (1958); Note, 16 Ohio St. L.J. 117 (1955); and Note, 15 Ohio St. L.J. 235 
(1954). Happily this result does not follow as to insurance proceeds. Neff v. Massachu- 
setts Mutual Life Ins. Co., 158 Ohio St. 45, 107 N.E.2d 100 (1952). 

32 Federal regulations provide that where two or more names are listed as co- 
owners, the value passes to the survivors at the death of one. By regulation, no ex- 
plicit language of survivorship is necessary. 31 C.F.R. § 315.61 (1959), based on 31 
US.C. § 757c (1958). 

33 The Treasury regulations become a part of the contract. In re Estate of DiSanto, 
142 Ohio St. 223, 51 N.E.2d 639 (1943). 

34 Death benefit contracts payable by employers by reason of the death of the 
employee have become sufficiently common as to have their own explicit method of 
taxation. As to estate taxes, see an excellent article by Kramer, “Employee Benefits and 
Federal Estate and Gift Taxes,” 3 Tax Counselors Quarterly 49 (1959). See also Bilder, 
“Death Benefits Paid Under An Express Contract,” 34 Taxes 529 (1956). As to income 
taxes where there is a binding agreement, consider § 101(6)(2) of the Internal Revenue 
Code of 1954, along with Simpson v. United States, 261 F.2d 497, 2 Am. Fed. Tax R.2d 
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(e) An Ohio corporation, under the authority of a statute, 
recognizes properly designated survivorship succession to property 
rights in its own shares.*® 

(f) A trustee assumes an enforceable contractual duty to his 
cestui based on the obligations spelled out in a trust instrument.*® 

(g) Title to real estate passes to a survivor under the terms 
of a conveyance. This device looks like the ancient English joint 
estate in real property®’? which, as a rule of law, did not survive 
the ocean voyage and the transit of the Appalachian wilderness to 
Ohio.** The same effect has been reached as a result of the intent 
of the parties.*® (Contrast this with the examples which are based 
on a contract by a third person liable to perform a post-mortem 
duty. Where in this real estate survivorship arrangement is the third 
person obligor characteristic to this type of relationship?)*° 





2036, 58-2 U.S.T.C. {| 9923 (7th Cir. 1958), cert. denied, 359 U.S. 944 (1959). For income 
tax implications of voluntary payments in the absence of an enforceable obligation, see 
Death & Taxes II at 355, and Richards, “Voluntary Payments to Widows or Beneficiaries 
of Deceased Employees,” 22 Ohio St. L.J. 318 (1961). 

35 The Ohio Corporation Code explicitly confers on a corporation the right to 
permit a shareholder to create as to its shares “. . . a joint estate with the incidents of 
a joint estate as at common law including the right of survivorship . . .” without the 
necessity of explicit language of survivorship. Ohio Rev. Code § 1701.24 (1953). 

36 54 Am. Jur. “Trusts” §§ 15, 63 (1958); Hill v. Irons, 160 Ohio St. 21, 113 
N.E.2d 243 (1953). 

37 “The ‘grand incident of joint estate is the doctrine of survivorship “by which, 
when two or more persons are seized of a joint estate, . . . the entire tenancy upon the 
decease of any of them remains to the survivors, and at length to the last survivor; and 
he shall be entitled to the whole estate, whatever it may be”’” citing Freeman, Cotenancy 
& Partition, § 12 (2d ed. 1886). See opinion by Mr. Justice Black in United States v. 
Jacobs, 306 U.S. 363, 22 Am. Fed. Tax R. 282 (1939). 

38 Farmers & Merchants National Bank v. Wallace, 45 Ohio St. 152, 12 N.E. 439 
(1887), based upon Sergeant v. Steinberger, 2 Ohio 305 (1827). 

39 Cleaver v. Long, 69 Ohio L. Abs. 488, 126 N.E.2d 479 (C.P. 1955); Barsch, 
“Survivorship Deeds,” 22 Ohio Bar (No. 13) (1949); Kinney, “Conveyancing in Ohio” 
(1955), pamphlet privately published in Cleveland, Ohio; Martin, “The Incident of 
Survivorship in Ohio,” 3 Ohio St. L.J. 48 (1936) ; Owen, “Survivorship Deeds in Ohio,” 
3 W. Res. L. Rev. 60 (1951); White, “Notes on Survivorship Deeds-So-Called,” 24 
Ohio Op. 119 (1942); Zangerle, “Joint & Survivorship Property—Husband and Wife,” 
24 Ohio Bar (No. 28) 441 (1951); Ohio State Bar Association, “Standards of Title 
Examination,” § 3.4, (1955)! Generally, as to tax implications, see Alexander, “Joint and 
Survivorship Property,” 20 Ohio St. L.J. 75 (1959). 

40 The dissenting opinion of Judge Turner in Rhorbacker v. Citizens Bldg. Ass’n, 
138 Ohio St. 273, 34 N.E.2d 751 (1941), pointed cut that the early Ohio contract theory 
cases depended upon the presence of some type of contractual undertaking between the 
decedent and the survivor. For the first time in Ohio, the Rhorbacker case explicitly 
turned upon the bank’s contract with the depositor with no direct relationship with the 
survivor as such. For the majority, Judge Zimmerman expressly admitted this new 
development and analogized the Ohio joint and survivorship doctrine to the third party 
beneficiary rule. Jd. at 276, 34 N.E.2d at 253. A court of appeals expressly refused to 
apply the third party theory where money in kind was kept intact until death in the 
decedents constructive possession in his safe deposit box. The court held that the 
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These are convincing enumerations of the broad power of an 
owner by lifetime arrangements with third persons to provide for 
varying results in succession. The contrast is overwhelming: the 
familiar ancient probate obligation of conscience*’ imposed upon the 
decedent’s estate to pay debts is protected in only a few limited 
situations. No longer do courts feel called upon to murmur requiescat 
in pace over the soul of the decedent. To apply the ancient hypothesis, 
his spirit can be saved under modern law in the presence of unsatisfied 
debts only if his property can somehow be made subject to probate 
jurisdiction. 

There are some situations where inter vivos arrangements have 
not been effective to shut off the rights of creditors in favor of named 
non-probate successors. These results apparently follow from the 





beneficiary contract theory could be applied only where there was a debtor-creditor 
relationship by which title had passed to the bank and where the depositor had obligated 
the bank to disburse after death for the benefit of the third party. Jn re Estate of Cope- 
land, 74 Ohio App. 164, 58 N.E.2d 64 (1943). That the property was still in the 
possession of the decedent indicated a failure to accomplish delivery of the property with 
sufficient definiteness to satisfy the legal element needed to effect a gift. There was no 
debt element from another party on the basis of which the beneficiary was entitled to 
the benefit of protection under the contract theory. See also supra note 25. 

41 The modern American Catholic conscience is explicitly held to a moral obliga- 
tion “as a group to give a high example of integrity in this matter of sharing the tax 
burden .... 

In our modern society, it has become quite general for wage-earners to pay income 
taxes and we would do well at this time of year to examine the moral aspects of this 
problem. ‘ 

There have been a few Catholic moralists who held the view that the evasion of 
income taxes concerned only a penal law and hence was not a matter of conscience. But 
these opinions were based on the prevailing practices of a different society. In certain 
countries the whole economy is based on ‘haggling.’ Goods are bought and goods are 
sold, not on a firm, fixed price, but rather on ‘the haggling wit’ of buyer and seller. 

Taxes in such countries are collected in pretty much the same way and the final 
amount is the result of anticipated ‘haggling.’ Under such a system only a fool declares 
his total income and the government is satisfied to settle at ‘a reasonable figure.’ 

In our day and age, taxes are imposed and collected on rather strict accounting 
principles. True, there are inequities in our tax structure . . . . We are never permitted 
to lie and cheat .... 

{We must concede that] this ‘average honesty’ or ‘rule of thumb honesty’ [exists]. 
We are not implying that this sort of thing is an adequate norm of honesty in our 
personal lives, but it seems to be an accepted norm in this area of tax payments, deduc- 
tions, etc... . 

In the meantime as we near that inevitable time of the year, about all we can do 
is pay and pay patriotically.” 

I have extracted extensive quotations passim from the Sunday bulletin for March 19, 
1961 issued by Saint Andrews Catholic Church of Columbus “published with ecclesiastical 
approbation” by J. G. O’Brien Co., Peoria, Illinois. Appreciation is extended to Mrs. 
Angelina Tose of our staff for discovering this material. 
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decedent’s failure to sufficiently purge himself of all incidents of his 
property rights. Where the strings retained argue against the com- 
pleteness of the owner’s gift,** in some situations, the widow may 
enforce her marital rights after death,** but creditors do not share 
this post-mortem authority.** Perhaps like the spendthrift provisions 
in the trust field,*’ the obligor’s specific duties to disburse only to 
named successors seem to be limited to explicit definitions recited in 
the contractual undertaking; *® and there seems to be little obligation 
on a non-probate obligor to consider the claims of general creditors* 
excepting possibly the decedents liability for federal taxes.** 





42 Common law principles have long recognized some flexibility in the right of an 
owner to alienate his property even though to do so would tend to deprive his creditors 
of means out of which to satisfy their claims. 25 Ohio Jur. 2d “Fraudulent Conveyances” 
§ 26 passim (1957). This right has been cut down by the statute of frauds forbidding 
conveyances in fraud of creditors. Ohio Rev. Code § 1335.02 (1953). Since a general 
conveyance to outsiders could be cancelled in a proceeding in equity, it is hardly surprising 
to find that a statute holds that a revocable trust conveyance can be cancelled in equity 
for the same reason. Ohio Rev. Code § 1335.01 (1953). 

43 Harris v. Harris, 147 Ohio St. 437, 72 N.E.2d 378 (1947); see cases from other 
states collected by Casner, Estate Planning 82 (2d ed. 1956). 

44 A creditor cannot invoke the power of revocation in an inter vivos trust after 
death notwithstanding the provisions of Ohio Rev. Code § 1335.01 (1953). Since the 
grantor died without revoking, his creditors cannot invoke the statute which applies 
only during the lifetime of the grantor. Schofield v. Cleveland Trust Co., 135 Ohio St. 
328, 21 N.E.2d 119 (1939); Goldman, Rights of the Spouse and the Creditor in Inter 
Vivos Trusts, 17 U. Cinc. L. Rev. 1 (1948). 

45 54 Am. Jur. “Trusts” § 152 (1958). 

46 Consider the argument by an insurer that the government could not attach life 
insurance proceeds for the satisfaction of unpaid income tax liabilities because it could 
not be relieved of its contractual obligation to the insured under automatic premium 
loan provisions in the policies. The point was rejected in United States v. Metropolitan 
Life Ins. Co., 256 F.2d 17, 1 Am. Fed. Tax R.2d 746 (4th Cir. 1958). 

47 For some time the federal estate tax partially ignored claims against non-probate 
property; this variety of administration expenses formerly could not be deducted in 
determining the taxable estate because the statute permitted deduction only for probate 
administration costs. See Comm’r v. Davis, 132 F.2d 644, 30 Am. Fed. Tax R. 647, 43-1 
US.T.C. § 9239 (1st Cir. 1943) ; compare with Sharpe’s Estate v. Comm’r, 148 F.2d 179, 
33 Am. Fed. Tax R. 906, 45-1 U.S.T.C. J] 10,185 (3d Cir. 1945); see also Haggart v. 
Comm’r, 182 F.2d 514, 39 Am. Fed. Tax R. 537, 50-1 U.S.T.C. J 10,772 (3d Cir. 1950). 
To grant the deduction, since 1954 the non-probate expenditures are now recognized 
under § 2053(b) of the Internal Revenue Code if they were paid within a stated limita- 
tion period. The federal statute has been specially recast to deal with the distinction so 
as to allow the deductions which originate outside the probate estate. 

The same distinction inheres in the Ohio inheritance tax statute. Deductions still 
unused after exhausting the probate estate cannot be carried across so as te reduce the 
non-probate succession. In effect, the deductions unused against the probate property do 
not apply at all for inheritance tax relief. In re Estate of Chadwick, 167 Ohio St. 272 
(1958). 

48 Under federal law, any fiduciary or other person who distributes assets without 
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Frequently a given asset will not satisfactorily stay put within 
these neat categories of definition. Real estate can be treated as non- 
probate property by a lifetime contract*® or as a probate asset where 
the decedent so provides by his will®® or where state law requires it,” 
or perhaps where state law permits it to be pulled into the estate for 
convenience in administration." Furthermore, the lifetime arrange- 
ment may not work; it might fail for want of proof of intent®® or 
because of the failure of the named beneficiary. In these situations, 
the property will revert back to the probate estate for administration 
and distribution.” 

Given the influence of state law in ascertaining the taxable per- 
son for federal income tax purposes, it is inescapable that these inter- 
complicated property doctrines materially influence the federal tax 
law and its techniques. The flexibility of the property doctrines have 
generated equally effective federal estate and income tax doctrines to 
reach at death the variegated interests which have in common at 
least the factor of economic value. The precise legal nomenclature, 
classification and terminology are largely irrelevant; the estate and 
income tax bite equally into all three major devolution categories. 
See table 2 infra. 

Without regard to the refinements of legal doctrine” for federal 





satisfying the federal tax claims against the person or estate becomes personally liable 
for having done so. 48 Stat. 760, 31 U.S.C. §§ 191, 192 (1958). Generally see, Green- 
baum, “Tax Responsibilities of the Executor, the Administrator & the Trustee,” 2 Estate 
Tax Techniques 2003 (1960); Alexander, “Personal Liability of Executors and Trustees 
for Federal Income, Estate and Gift Taxes,” 9 Tax L. Rev. 1 (1953); Dewey, “Hidden 
Liabilities of Fiduciaries,” 99 Trust & Estates 312 (April, 1960). This aspect has 
tremendous scope in a swiftly developing field of law. Even part of this may depend 
upon state law. Consider United States v. Bess, 357 U.S. 51, Am. Fed. Tax R.2d 1904, 58-2 
US.T.C. J 9595 (1958) and Comm’r v. Stern, 357 U.S. 39, 1 Am. Fed. Tax R.2d 1899, 
58-2 U.S.T.C. § 9594 (1958). The Ohio Probate Code has a comprehensive arrangement 
to insure the payment of the debts of a decedent. Ohio Rev. Code § 2117.06 (1953). 

49 See supra note 39. 

50 Ohio Rev. Code § 2113.39 (1953) authorizes direct sale by the executor without 
judicial intervention when authority has been conferred by the will. 

51 Ohio Rev. Code §§ 2127.01 and 2127.02 (1953) authorizes judicial sale when 
necessary to pay debts. 

52 Ohio Rev. Code § 2113.311 (1958) allows a probte court to grant authority in 
limited cases to an executor or administrator to take charge of and manage real estate 
of the decedent to the exclusion of the heirs. 

53 See the intent problem discussed at supra note 30. 

54 Ryan v. Rothweiler, 50 Ohio St. 595, 35 N.E. 679 (1893) held that life insurance 
proceeds which provided for non-probate succession must be paid to the estate adminis- 
trator on failure of beneficiaries named in the policy. 

55 The broad rule of inclusion spelled out in the Internal Revenue Code of 1954, 
§ 2033 taxes the value of all property to the extent of the interest of the decedent at 
the time of his death, excepting only foreign real estate. 
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estate tax purposes, retained interests®® in the decedent are not sev- 
ered from continuing control sufficiently to escape taxability if there 
be remnant authority in the decedent by power of revocation,’ or by 
reserved control over income, or by continuing authority to desig- 
nate the path of devolution®® or by diversionary administrative con- 
trol.’ Too long in delaying to effectively terminate these controls 
will produce the same result.** Automatic devolution by conventional 
joint property ownership arrangements is easily includible.** Simi- 
larly, lifetime contractual arrangements in the form of annuities with 
survivorship features, insurance on the life of the owner®™ or on 
the life of another controlled by the decedent,® and benefits payable 
by reason of death, are all includible. For the most part, these 
lifetime contracts usually carry their own built-in devolution provi- 
sions explicitly designed to operate outside of probate succession 
patterns. All of these refinements come to the same end: they are all 
includible for federal estate tax purposes quite apart from the nar- 
row scope of definition under probate law,®’ without regard to who 
may be the ultimate beneficiary. The few loopholes in estate tax includ- 





5@ The key to estate taxability of many fractured interests is the essential element 
that the principal property must have been the general property of the decedent in such 
form that it would have been includible in his estate. Having once held the powers of 
ownership, when it is comminuted by the almost illimitable refinements of conveyancing, 
a retained control over income benefit, devolution or administrative diversion (see infra 
notes 58 and 60) are the remnant of earlier ownership. They are really strings. See the 
discussion by Judge Weinman in Rundle v. Welch, 184 F. Supp. 777, 5 Am. Fed. Tax 
R.2d 1916 (S.D. Ohio 1960) and cases cited; Comm’r v. Chase Nat’l Bank of New 
York, 82 F.2d 157, 17 Am. Fed. Tax R. 576, 36-1 U.S.T.C. {| 9154 (2d Cir.), cert. denied, 
299 U.S. 552 (1936); and discussion by Lowndes & Kramer, Federal Estate & Gift 
Taxes 247 (1956); Foosaner, “Transfers Intended to Take Effect at Death,” 1 Estate 
Tax Techniques 1201 (1955), especially at 1222 with history and authorities. 

57 Int. Rev. Code of 1954, § 2038. 

58 Int. Rev. Code of 1954, § 2036(a); Covey, “Section 2036—The New Problem 
Child of the Federal Estate Tax,” 4 Tax Counselors Quarterly 121 (1960); Gray and 
Covey, “State Street-—A Case Study of Sections 2036(a)(2) and 2038,” 15 Tax L. Rev. 
75 (1959). 

59 Int. Rev. Code of 1954, §§ 2037, 2038 and 2041. 

69 State Street Trust Co. v. United States, 263 F.2d 635, 3 Am. Fed. Tax R.2d 
1764, 59-1 U.S.T.C. {| 11,849 (1st Cir. 1959); see also Covey, supra note 58, at 140. 

61 Int. Rev. Code of 1954, § 2035. 

62 Int. Rev. Code of 1954, § 2040. 

63 Int. Rev. Code of 1954, § 2039. 

64 Int. Rev. Code of 1954, § 2042. 

65 Estate of R.C. duPont v. Comm’r, 233 F.2d 210, 49 Am. Fed. Tax R.2d 1203, 56-1 
US.T.C. J 11607 (3d Cir.), cert. denied, 352 U.S. 878 (1956); Int. Rev. Code of 1954, 
§ 2033(a). 

66 Lowndes & Kramer, op. cit. supra note 56, at 295. 

67 Present law broadly fixes the successors’ basis at the fair market value at which 
the property devolved. The result is the same whether it was subject to probate ad- 
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ibility are not large,®* and the broad sweep of inclusions seems to be 
reinforced by the enforcement standards of the courts.® 

A broad statute and generally effective judicial attitudes have 
produced broad definitions of inclusion for income tax purposes." 
The trichotomy of devolution devices shunts taxable income—broadly 
defined—to a wide span of ultimate beneficiaries determined by these 
complex patterns. From all of this it is obvious that as an intensely 
practical matter, both estate and income taxation are brought to the 
doorstep of many no matter what the refinements of legal title.” 
The broad holes in the estate tax’* and income tax” patterns seem to 
be caused by factors other than the variegated and complicated 
property and devolution system on which they have been super- 
imposed. We turn then to examine how the devolution doctrines 
operate as to the collection of the decedent’s taxes and tax debts 
under each method and to see the effect on each class of beneficiaries 
after the taxes have been paid. Do the differences affect collection of 
the taxes? After they have paid, whose inheritance is reduced? 


COLLECTION OF THE DECEDENT’S FEDERAL TAXES AND ALLOCATION 
Amonc His Successors oF THEIR EcoNomic BURDEN 


The right of ultimate collection of federal estate taxes out of a 
decedent’s property is not impeded by the trichotomy of devolution 





ministration or whether it passed outside the probate succession. Int. Rev. Code of 1954, 
§ 1014(b)(9). This rule does not apply where includible property was sold by the 
successor during the lifetime of the decedent. Treas. Reg. § 1.1014-1(a) (1957). The 
rule before 1954 applied only to probate property; although includible for estate tax 
purposes, the decedents fair market value did not necessarily apply to successions outside 
the probate pattern. Spicer v. United States, 103 F. Supp. 472, 52 Am. Fed. Tax R. 211 
(Ct. Cl. 1950). Thus one disparity between the two taxes was eliminated but other 
major areas remain. 

68 The need for general reform of the estate tax system has been developed. Eisen- 
stein, “The Rise and Decline of the Estate Tax,” 11 Tax L. Rev. 223 (1956); Dewind, 
“The Approaching Crises in Federal Estate & Gift Taxation,” 38 Calif. L. Rev. 79 (1950) ; 
Surrey, “An Introduction to Revision of Federal Estate and Gift Taxes,” 38 Calif. L. 
Rev. 1 (1950). 

69 The State Street case, supra note 60 is an example of a strict attitude on in- 
cludibility. 

70 Consider the line of cases of which Helvering v. Horst, 311 U.S. 112, 24 Am. 
Fed. Tax R. 1058, 40-2 U.S.T.C. f 9787 (1940); Helvering v. Clifford, 309 U.S. 331, 
23 Am. Fed. Tax R. 1077, 40-1 U.S.T.C. {| 9265 (1940) and Lucas v. Earl, 281 U.S. 111, 
8 Am. Fed. Tax R. 10287 (1930) are examples; Rice, “Judicial Trends in Gratuitous 
Assignments To Avoid Federal Income Tax,” 64 Yale L.J. 991 (1955). 

71 Justices Peckham, McReynolds, Sutherland, Black cited supra note 1. 

72 See supra note 68. 

73 That there are many serious problems in untaxed income has been the discovery 
of the Mills Committee in its 1959 hearing on broadening the tax base. See compendium 
volumes 1, 2 and 3 for chapter and verse. 








340 OHIO STATE LAW JOURNAL [Vol. 22 


patterns. Federal statutes hold each of the assets in a taxable suc- 
cession subject to an in rem liability for the payment of all of the 
estate taxes."* It is not material to the executor’s obligation to make 
full payment whether the property is in the hands of the fiduciary” 
or whether it has been transferred to beneficiaries’® including the 
donee of a gift.’7 Various methods to allocate the burden of the 
estate taxes do not reduce the right of the government as creditor 
to require payment out of any of the assets of all three classes no 
matter by whom the payment is made or where the liability falls.” 

Income taxes are different. The pervasive sweep of estate tax 
liability imposed on each item of property at the passing of the 
taxable estate should be distinguished from the government’s right 
to effect collection of a decedent’s ante-mortem income tax liabilities 
out of the assets devolving to the successors. These are priority 
debts of the decedent’® as to which an executor makes at his own 
peril a transfer of probate property to heirs*® or creditors.** Work-a- 
day court procedure protects the government’s tax claims** and the 





74 The estate tax is a lien for 10 years upon all the assets of the gross estate of the 
decedent except such parts as are used for the payment of charges against the estate 
and for costs of administration. Int. Rev. Code of 1954, § 6324(a)(1). 

7 Int. Rev. Code of 1954, § 2002; notice the broad inclusive definition of executor: 
“any person in actual or constructive possession of any property of the decedent”; Int. 
Rev. Code of 1954, § 2203; see also Int. Rev. Code of 1954, § 7701(a) (6). 

76 Int. Rev. Code of 1954, § 6324(a)(2) enumerates non-probate beneficiaries who 
are liable as transferees. Where several persons are held liable and where one pays more 
than his proportionate share, he is entitled to contribution from the others. Phillips-Jones 
Corp. v. Parmley, 302 U.S. 233, 19 Am. Fed. Tax R. 1235, 37-2 U.S.T.C. § 9573 (1937). 

77 The donor of a gift is primarily liable; the donee holds the property subject to 
an in rem lien for the unpaid federal gift tax on the transfer. Int. Rev. Code of 1954, 
§ 6324(b). Query, what is the effect on the contribution rule of the gift tax credit for 
the tax paid where the gift is included in the estate as having been made in con- 
templation of death under Int. Rev. Code of 1954, § 2035? 

78 Phillips v. Comm’r, 283 U.S. 589, 9 Am. Fed. Tax R. 1467, 2 U.S.T.C. ] 743 
(1931); Foerster v. Foerster, 71 Ohio L. Abs. 129, 122 N.E.2d 314 (P. Ct. 1954). 

79 Comm’r v. Stern, 357 U.S. 39, 1 Am. Fed. Tax R.2d 1899, 58-2 U.S.T.C. J 9594 
(1958). 

80 Viles v. Comm’r, 233 F.2d 376, 49 Am. Fed. Tax R. 1217, 56-1 U.S.T.C. § 9539 
(6th Cir. 1956). Generally, see Alexander, “Personal Liabilities of Executors for Federal 
Taxes,” 9 Tax L. Rev. 1 (1953). 

81 48 Stat. 760, 31 U.S.C. § 192 (1958). Notice that this liability turns on priority 
payment of other debts of the decedent. It is recognized that a distribution to satisfy 
the Ohio statutory exemption under Ohio Rev. Code § 2115.13 (1953) and the widows 
allowance under Ohio Rev. Code § 2117.20 (1953) are not debts but quasi pre-existing 
property claims. Carls Estate, 58 Ohio L. Abs. 3, 39 Am. Fed. Tax R. 908 (P. Ct. 1950). 
The federal statutes set up federal priority but the Ohio Probate Code seems to effectively 
modify the absolute federal priority. Ohio Rev. Code § 2117.25 (1953). 

82 Franklin County, Ohio Probate Court Rule 5 requires the fiduciary to certify that 
he knows of no outstanding claims as to which presentation is not required by statute. 
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Ohio “bob-tail” probate limitation statute requiring presentment of 
claims within four months** cannot shorten the collection period.“ 
Neither can state courts lend effective aid and comfort to the executor 
by a discharge prior to payment of the decedents federal tax liabil- 
ities,*° nor by seizing assets from him to assist other creditors under 
color of state judicial process.** 

Collecting unpaid income taxes out of non-probate successions is 
in a different category if the life insurance cases are instructive. In 
a non-probate succession by a life insurance beneficiary, the right 
of the federal government to collect a decedent’s unpaid income taxes 
out of the proceeds turns on whether a tax lien existed before death. 
The effect of the ante-mortem lien after it has been assessed is de- 
termined under federal statute no matter what the state law may be; 
the life insurance transferee is held liable.*’ This principle certainly 
encourages the government to be an impatient creditor for the ab- 
sence of the ante-mortem lien is crucial. Where no assessment has 
been made, a federal statute** has left to state law to determine 
whether the spirit of the departed can bear the grievous remem- 
brance of the unpaid income tax bills. Congress permits each state 
to weigh as a matter of policy, whether the burden of the memory 
of the unpaid federal income taxes on the soul of the debtor is too 
intolerable to permit it to suffer.*® Some jurisdictions may still reach 
the result which in effect follows the ecclesiastical objective to com- 
fort the conscience of the decedent by forcing his successors to 
satisfy the claims of the public purse® out of the life insurance 





83 Ohio Rev. Code § 2117.06 (1953). 

84 United States v. Summerlin, 310 U.S. 414 (1940). 

85 Viles v. Comm’r, supra note 80. 

86 Compare Northwestern Jobbers Credit Bureau, 1 T.C. 863 (1943) with G. P. 
Fitzgerald, 4 T.C. 494 (1944). 

87 United States v. Bess, 357 U.S. 51, 1 Am. Fed. Tax R.2d 1904, 58-2 U.S.T.C. 
| 9595 (1958) applying Int. Rev. Code of 1954, § 6321; see also Barton, “What the 
Supreme Court Said About Stern and Bess,” 37 Taxes 9 (1959); Grayck, “The Liability 
of a Life Insurance Beneficiary for the Insured Income Taxes: A Postscript to the Supreme 
Court’s Decision in the Stern and Bess Cases,” 14 Tax L. Rev. 137 (1958); Heron, 
“Federal Tax Claims Again or Devastation Revisited,” 26 Ins. Counsel J. 112 (1959). 

88 The transferee liability statute does not create any new substantive liability but 
merely provides a new procedure by which the government can collect its taxes. Int. 
Rev. Code of 1954, § 6901; Comm’r v. Stern, supra note 79. 

89 This sentence paraphrases the American Episcopalian General Confession which 
acknowledges “manifold sins and wickedness.” At communion, these latter day descend- 
ants of the ancient English churchgoers “earnestly repent, and are heartily sorry for 
these our misdoings; The remembrance of them is grievous unto us; The burden of 
them is intolerable . . . .” The Book of Common Prayer at 75, Protestant Episcopal 
Church in America, New York, 1945. 

90 Walfer & Cahn, “The United States as a Creditor for Taxes,” 35 Taxes 604 
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proceeds. Ohio careth not® for the post-mortem repose of the con- 
sciences of her citizenry: it has declared that life insurance proceeds 
are not subject to seizure** and the federal courts will not enforce 
payment of government claims for unpaid income taxes against 
insurance proceeds*”* except where it is paid to an estate.** This local 
law doctrine may apply to most non-probate assets; it will vary from 
state to state and from one type of asset to another. This variable 
state-to-state approach as to income tax liabilities should be contrasted 
with the rigorous rule which inexorably requires payment of all estate 
taxes out of any assets, probate or non-probate, including insurance 
proceeds.”* 

After the executor has satisfied the money demands of the govern- 
ment, the question arises as to who effectively pays the estate tax bill 
through the reduction of their respective shares resulting from the dis- 
tribution settlement? Proportionate allocation among various bene- 
ficiaries would seem to be a sound method; indeed this is close to the 
theory of the Ohio inheritance tax which reduces the share of each 
beneficiary by the amount of taxes assessed against each respective 
succession.*® Since the federal estate tax falls on property passing 
according to state law by all three methods of devolution, it seems 
fair that each beneficiary should pay an allocated proportion. This 





(1957); and for a definitive exposition generally, see Plumb, “Federal Tax, Collection 
and Lien Problems,” 13 Tax L. Rev. 247 (1958) and Walson, “Federal Tax Liens—A 
Study in Confusion and Confiscation,” 43 Marq. L. Rev. 180 (1959). See also Reiling, 
“Priority of Federal Tax Liens,” 36 Taxes 978 (1958). 

91 The frequent references here to the ancient church and the effect its teachings 
have had upon the modern law of devolution suggest the use of archaic language 
commonly employed in its observances. Veblen has particularly discoursed on the 
general subject, The Theory of the Leisure Class, chapter 12 passim, “Devout Obser- 
vances” (1899). 

92 Ohio Rev. Code § 3911.10 (1955) as to life insurance proceeds payable to the 
widow, children and named creditors. The right to change the beneficiary makes no 
difference. Baxter v. Old National-City Bank, 46 Ohio App. 533, 189 N.E. 514 (1933). 
As to a similar exemption from attachment of proceeds of group life insurance, see 
Ohio Rev. Code § 3917.05 (1953). See Note, 20 Ohio St. L.J. 361 (1959). 

93 Compare Bess & Stern, with Bowlin v. Comm’r, 273 F.2d 610, 5 Am. Fed. Tax 
R.2d 389, 60-1 U.S.T.C. J 9172 (6th Cir. 1960) (conveyance of property including in- 
surance otherwise exempt was found to be fraudulent under Tennessee law, therefore 
proceeds held liable for federal income taxes). 

94 The exemption statute expressly applies only to proceeds payable to certain 
categories of beneficiaries of which the estate is not one. See also Kieferdorf v. Comm’r, 
142 F.2d 723, 32 Am. Fed. Tax R. 728, 44-1 U.S.T.C. § 9323 (9th Cir. 1944), which 
appears to be applicable even though Stern & Bess have intervened. 

95 See text at supra notes 74-78. 

96 “A tax is hereby levied upon the succession to any property passing, in trust or 
otherwise, to or for use of a person, institution or corporation ... .”” Ohio Rev. Code 


§ 5731.02 (1953). 











1961] DEATH AND TAXES —I 343 


logical result is too simple and the legal history is too confused to reach 
such a neat solution. 

As a basic premise, the Supreme Court has told us that Congress 
intended that the ordinary estate tax liability falls on successors 
according to the state law of administration and succession.** What- 
ever the applicable state law may be, the Tax Court need not decide 
state law as to the allocation of the burden of the federal estate tax 
in deficiency proceedings.** Of course, just like most other testate 
successions,®® the testator can control the incidence of the federal 
tax burden by explicit provisions in the terms of his will.’°° In the 
absence of testate direction, the allocation answers turn in part on the 
distinction between probate property and non-probate succession: 


1. By federal statute, where an excessive amount of the estate 
tax liability has been paid by a non-probate beneficiary or 
collected out of non-probate property, the beneficiary is en- 
titled to recover from the estate the amount by which his pay- 
ments exceed an equitable proportion.’*’ By a cognate federal 
statute, the same result is reached as to life insurance proceeds'” 





97 Riggs v. DelDrago, 317 U.S. 95, 29 Am. Fed. Tax R. 1205, 40-2 U.S.T.C. {| 10,219 
(1942). 

98 Tarver’s Estate v. Comm’r, 255 F.2d 913, 1 Am. Fed. Tax R.2d 2174, 58-2 
US.T.C. { 11,805 (4th Cir. 1958). 

99 American law permits the broadest sweep to the freedom of testacy known in 
the western world. See generally Atkinson, “Succession Among Collaterals,” 20 Iowa 
L. Rev. 185 (1935); Kennedy, “Testator’s Dependents Relief Legislation,” 20 Iowa L. 
Rev. 317 (1935); Lanfer, “Flexible Restraints on Testamentary Freedom—a Report on 
Decedents Family Maintenance Legislation,” 69 Harv. L. Rev. 277 (1955); Touster, 
“Testamentary Freedom and Social Control—After Born Children,” 6 Buffalo L. Rev. 
251 (1957). See also Cahn, “Federal Regulation of Inheritance,” 88 U. Pa. L. Rev. 297 
(1940) ; Cavers, “Change in the American Family and the Laughing Heir,” 20 Iowa L. 
Rev. 202 (1935); Headley, “Inheritance—a Basic Personal Freedom,” 88 Trusts & 
Estates 24 (1949); Magill, “Federal Regulation of Family Settlements,” 4 U. Chi. L. 
Rev. 265 (1937); Simes, “Protecting the Surviving Spouse by Restraints on the Dead 
Hand,” 26 U. Cinc. L. Rev. 1 (1957) ; Sayre, “Recent Ideologies in the Law of Succession 
to Property,” 32 Ill. L. Rev. 690, 699 (1938). Is there a policy implication in the kind 
of situation which resulted in the decision of the Supreme Court in Jn re Estate of 
Kelly, 165 Ohio St. 259, 135 N.E.2d 378 (1956)? Virtually the only widespread effective 
limitations on testacy are the provisions which insure—out of probate property only— 
a fractional share for the surviving spouse. Compare Ohio Rev. Code § 2103.02 (1953). 
Recently, English statutes have imposed limitations on the right to pass property to those 
outside the family circle where they do not come within family obligations. 

100 Int. Rev. Code of 1954, §§ 2205, 2206, 2207; United States v. Goodson, 253 
F.2d 900, 1 Am. Fed. Tax R.2d 2133 (8th Cir. 1958); In re Estate of Gatch, 153 Ohio 
St. 401, 92 N.E.2d 404 (1950); YMCA v. Davis, 106 Ohio St. 366, 140 N.E.2d 114 
(1922), aff'd, 264 U.S. 47 (1924). 

101 Int. Rev. Code of 1954, § 2205. 

102 Int. Rev. Code of 1954, § 2206. 
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by a reverse method of statement; and the recipient of property 
over which the decedent had a power of appointment by statute 
is similarly liable to the executor of the estate to make an 
equitable contribution out of his succession.’ 


2. Supplementing the federal law, Ohio requires equitable con- 
tribution between the beneficiaries of non-probate property and 
the probate estate considered as a unit. Thus a beneficiary 
under an inter vivos revocable trust not subject to probate 
administration has been held to a duty to contribute propor- 
tionately'* to the payment of federal estate taxes.” Required 
contribution’ would seem to apply proportionately between the 
probate estate as an entity and all species of non-probate 
assets’ within the major categories of devolution following a 
method of allocated proportionate contribution.*** This rule is 
so strong that Ohio has recognized that the general testamentary 
direction to pay debts and taxes of the decedent found in many 
wills is not sufficiently indicative of testative intention to pay 
from the probate estate the death taxes generated by non- 
probate property.’” 


3. Within the probate estate, the allocation is quite different. 
Ancient probate doctrines re-emerge in the absence of explicit 





103 Int. Rev. Code of 1954, § 2207. 

104 MacDougall v. Central Nat’l Bank of Cleveland, 157 Ohio St. 45, 104 N.E.2d 
441 (1952); see also In re Estate of Gatch, supra note 100 as to life insurance; see 
Arnot., 37 A.L.R.2d 169 (1954). 

105 Foerster v. Foerster, 71 Ohio L. Abs. 129, 122 N.E.2d 314 (P. Ct. 1954) 
exonerated non-probate assets from contribution where a concomitant marital deduction 
produced no estate tax liability. 

106 Generally on this pervasive and immediate problem, see Lauritzen, “Apportion- 
ment of Federal Estate Tax,” 1 Tax Counsellor’s Quarterly 55 (1957); Note, Wash. 
Univ. L. Q. 89 (1955); Sutter, “How to Plan for Apportionment of Estate Taxes,” 2 
Estate Tax Techniques 2137 (1955); and Stickney, “Who Pays the Federal Estate Tax?,” 
18 U. Cinc. L. Rev. 1 (1949). See also Brofman, “The Burden of Federal Estate Taxes,” 
29 Rocky Mt. L. Rev. 498 (1957). 

107 Central Trust Co. v. Lamb, 74 Ohio App. 299, 58 N.E.2d 785 (1944); In re 
Estate of Jennings, 28 Ohio Op. 66, 40 Ohio L. Abs. 313 (P. Ct. 1944). See Annot., 15 
A.L.R.2d 1216 (1951). 

108 Query in what court by what procedure can contribution be enforced against 
the inter vivos trust? New York statute has recently conferred authority on the sur- 
rogates court. See Jn re Estate of Colosimo, 104 Ohio App. 342, 149 N.E.2d 31 (Ct. 
App. 1957). As to one application of the rule requiring proportionate contribution, see 
Phillips Jones Corp. v. Parmley, supra note 76 which enforced equitable contribution 
between transferees. 


109 Jn ve Estate of Gatch, supra note 100. 
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testamentary direction: following ordinary probate distribution 
priorities," personal property is first called on to settle all 
debts, federal government tax claims as well, even to the extent 
of requiring no contribution from real estate.’ After determin- 
ing the respective interests of probate beneficiaries in the types 
of property they receive net after payment of taxes, the fraction 
each beneficiary gets is charged with the taxes allocable to each 
respective share if it be determined according to the statute of 
descent and distribution. Thus when the widow’s share is fixed 
by intestacy’’ or by election,’’* or where a succession passes to 
charity,’** neither gets the direct benefit of the entire marital and 
charitable deductions. The shares of all beneficiaries benefit from 
the deduction without recourse to the tax computation; the dis- 
tribution is determined by reference to whether he gets person- 
alty by specific legacy in the will, or whether it descends under the 
general residue clause, or whether it passes by intestacy under 
the statute of descent. 


The notions underlying contribution are strong and persuasive; 
their origins lie in ancient doctrines of equity. The strong aversion 
to hold real estate for the payment of debts of a decedent follows 
an even longer current of legal history, the reasons for which have 
disappeared. Even so, the established preference for general real 
estate over personalty has a slightly functional basis quite apart from 
its roots in the feudal system: personalty is usually easier to liqui- 
date. Is this enough to continue to justify the preference of one 
class of successors against another? 





110 Generally, see Annot., 74 A.L.R.2d 553 (1960) and Ohio Rev. Code § 2107.53 
(1953). 

111 Compare Ginder v. Ginder, 72 Ohio L. Abs. 277 (P. Ct. 1954). For an unre- 
ported case in accord with the Ginder rule, see In re Estate of Ada M. Clay, Ohio Ct. 
App. (Seneca County) No. 355 (1959), 4 Danaher, “Developments In Ohio Probate and 
Inheritance Tax Law” 44 (1960). 

112 Campbell v. Lloyd, 162 Ohio St. 203, 122 N.E.2d 695, cert. denied, 349 U.S. 911 
(1954) overruling Miller v. Hammond, 156 Ohio St. 475, 104 N.E.2d 9 (1952) held that 
the widows share is proportionately reduced by the proportionate share of the estate 
taxes even though a part of the benefit of her marital deduction reduced the total 
estate tax liability. The decision was followed in Estate of Rose G. Jaeger, 27 T.C. 863 
(1957), aff'd per curiam, 252 F.2d 790, 1 Am. Fed. Tax R.2d 2115, 58-1 US.T.C. 
{ 11,750 (6th Cir. 1958). 

113 Consider as an example MacDougall v. Central Nat'l Bank of Cleveland, 157 
Ohio St. 45, 104 N.E.2d 441 (1952). 

114 Similarly to the Campbell case, supra note 112, applied to a charitable deduction, 
see Hall v. Ball, 162 Ohio St. 299, 123 N.E.2d 259 (1954). 
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CONCLUSION 


“A page of history is worth a volume of logic.”""* The mailed 
fists of the English military authorities of the Norman feudal period 
still reach into the daily practice of American lawyers. The spiritual 
notions of medieval churchmen still hover near the consciences of 
contemporary decedents. Over these have appeared newer varieties 
of succession techniques which have jumped across these pages of 
history and intruded upon volumes of modern logic based on ancient 
third party beneficiary doctrine in the law of contracts. Superim- 
posed on these have grown the implications and complications of 
the American federal system of divided governmental authority and 
mixed sources for rules of decision.’*® The present law of federal 
tax impositions and collections out of successions is drawn from many 
other pages of history and numerous volumes of logic. History 
testifies as a witness and shouts as an advocate that indeed, tax law 
is not a separate watertight compartment. 

Modern probate law has grown into increasing complexity while 
the push of economic inflation has brought an increasing number of 
estates and incomes into the reach of the federal tax gatherers. The 
probate practitioner cannot dismiss this history by disclaiming his 
competence in the tax law. Thus one obvious practical fact to prove 
this point is the necessity that the burden of the tax debt must be 
reckoned with algebraically’’’ in order to competently perform the 





115 Mr. Justice Holmes in New York Trust Co. v. Eisner, 256 U.S. 345, 349, 3 Am. 
Fed. Tax R. 3110, 1 U.S.T.C. J 49 (1921). 

116 The federal taxing statute is plenary and controlling in its own sphere as an 
incident of the taxing power of the federal government; Burnet v. Harmel, 287 U.S. 103, 
11 Am. Fed. Tax R. 1085, 3 U.S.T.C. § 990 (1932). Federal tax law has partially im- 
ported state law to suit its own purposes. See Lyeth v. Hoey, 305 U.S. 188, 21 Am. Fed. 
Tax R. 986, 38-2 U.S.T.C. § 9602 (1938) and Stern v. Comm’r, supra note 79; “The 
Role of State Law in Federal Tax Determinations,” 72 Harv. L. Rev. 1350 (1959). But 
in all these areas, federal law remains supreme; it has only borrowed the state law. 
The federal standard can easily abandon the state law results any time it decides to do 
so. Compare the history of estate taxation which started with Poe v. Seaborn, 282 US. 
101, 9 Am. Fed. Tax R. 576, 2 U.S.T.C. § 611 (1930) and culminated in the changes in 
Internal Revenue Code of 1954, § 2056. 

Contrast the applicability of state law in diversity litigation in the federal courts. 
Justice Brandeis pointed out that state law was the only possible source to determine 
the rules of substantive decision; Erie R.R. v. Tompkins, 304 U.S. 64 (1938). Thus 
stated the only job of the federal court in a diversity case is to discover and apply state 
law even if it has to be deduced from precedents which originated in lower echelon 
state courts. West v. American Tel. & Tel. Co., 311 U.S. 223 (1940); in the federal field, 
compare Helvering v. Stuart, 317 U.S. 154, 29 Am. Fed. Tax R. 1209, 42-2 US.T.C. 
{ 9750 (1942) and Gallagher v. Smith, 223 F.2d 218, 47 Am. Fed. Tax R. 1230, 55-1 
US.T.C. § 9485 (3d Cir. 1955). 

117 In the absence of overqualification for the marital deduction or a formula clause, 
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distributive function. Taxation is an eminently practical part of the 
general fabric of the law. Not to understand this fundamental, dis- 
plays technical incompetence and betrays professional responsibility. 





the amount of federal estate tax depends upon the amount of property which actually 
passes to the widow under Internal Revenue Code of 1954, § 2056(a); Treas. Reg. 
§ 20.2056(b)-4(c) (1958). Since the amount passing to the widow depends upon the 
amount of the marital deduction which in turn affects the determination of the estate 
tax, the result is two mutually interdependent unknowns. Their solution can get still 
more complicated in the presence of similar interdependents based on a state death tax 
credit and a variable charitable credit. They can be solved by simultaneous algebraic 
equations, or by a series of estimates. These methods appear at Powers, “How to Solve 
Mathematical Problems of Husband-Wife Estate Planning,” 1 Estate Tax Techniques 
3. The Internal Revenue Service has devised some useful variations. See Supple- 
mental Instructions for Computation of Interrelated Death Taxes and Marital Deduc- 
tion for Form 706, Publication No. 210, Government Printing Office (1955). 








DEATH AND TAXES — Il 


INCOME TAXATION DEVICES APPLIED TO THE 
DECEDENT, HIS ESTATE AND HIS 
SUCCESSORS 


R. T. BorEHmM* 


Distinctions which originated in a feudal economy 
when land dominated social relations are peculiarly irrele- 
vant in the applications of tax measures now so largely 
directed toward intangible wealth. 


Mr. Justice FRANKFURTER** 


INTRODUCTION 


Devolution of property to a decedent’s successors follows three 
principal patterns: the simplest is based upon centuries of ecclesiastical 
probate administration; a second major category is rooted in ancient 
feudal real estate patterns; and a third basic variety originated in 
newer, direct designation arrangements largely based on contract.’ 
These existent methods are the end products of three diverse histories 
undergirding the major property doctrines in the systems of state 
law.” On their differing results has been superimposed an effective 
federal method of taxing successors on the passage of property 
values.* 

Even though the taxing system works reasonably well in assessing 
estate tax cost against all three types of transmission of econemic 
value, the locus of the burden of the payment of the tax cost seems in- 
equitable in some applications because of persisting rules traceable to 
the historical origins out of which the system arose.* This inequity is 
the fault of the federal taxing system only by indirection; it has ac- 





* Partner, Boehm & Rance, Attorneys at Law, Columbus, Ohio; Lecturer in Law, 
College of Law, The Ohio State University. 
** Helvering v. Hallock, 309 U.S. 106, 451, 23 Am. Fed. Tax Rev. 1054, 1061, 40-1 


US.T.C. § 9208 (1940). *[E]lusive and subtle casuistries . . . may have their 
historic justification but possess no relevance for tax purposes .... [They] derive from 
medieval concepts . . . .” The Supreme Court refuses “to subordinate the plain purposes 


of a modern fiscal measure to the wholly unreijated origins of the recondite learning of 
ancient property law.” 

1 This treatment is essentially an extension and correlated continuation into the 
income tax field of “Death & Taxes I,” 22 Ohio St. L.J. 327 (1961). Many references 
here have been developed in that portion which ought to be imported here. 

2 “Death & Taxes I,” supra page 328 notes 5 through 7. 

3 That the Federal estate taxing system is largely effective as to the scope of its 
definitional includibility we noticed in Death & Taxes I, in the text supra at note 55. 

4 See “Death and Taxes I,” Table 1 supra page 330. 
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cepted uncritically a partially defective method for the imposition of 
the burdens of estate taxes against successions determined according 
to local law.° 

The federal income tax method seeks to trace net taxable income 
to somebody, irrespective of the fact of the taxpayer’s demise. The 
fact of death ought neither to reduce nor increase the income tax 
cost. The decedent’s passing ought not to cause loss of deductions 
unclaimed for income tax purposes. Practical tax effect ought to be 
accorded to the related deductions which result from death. These 
objectives are accomplished through technical concept known as income 
in respect of a decedent, and its counterpart in deductibility. It is 
supplemented by the newer distributive net income technique and 
termination deductions. All of these are used to pass these results to 
various taxpayer persons. 


INCOME TAX RETURNS OF THE DECEDENT AND HIs SURVIVING SPOUSE 


The last income tax return of the decedent ends at the date of 
his death® and must include all of the taxable income taxable to that 
time’ and the deductibles paid until then. The decedent’s return may 
be filed jointly with the surviving spouse at her option*® if she has not 
remarried,’ but the executor may disaffirm.'’ The spouse can refuse 
to join in the joint return in the presence of potential income tax 
liabilities of the decedent with inadequate probate assets out of which 
to pay the joint debt"’ created by the election to file jointly.'* A 
fiduciary was ordered to join with the surviving spouse in executing a 
joint return in order to save income taxes through the income-split.’* 





5 See “Death & Taxes I” supra, cases cited at notes 5-8; notes 89-95; note 97. 

6 Treas. Reg § 1.451-1(b) (i) (1957). 

7 The cash method of accounting also includes all items constructively received under 
Treas. Reg. § 1.451-2 (1957), even though not actually paid after death. 

8 Int. Rev. Code of 1954, § 6013(a)(3) permits a joint return by the surviving 
spouse if no fiduciary has been appointed by the due date of the return. 

9 Treas. Reg. § 1.6013-1(d)(3) (1959). 

10 The executor may disaffirm within 1 year from the due date. Int. Rev. Code of 
1954, § 6013(a) (3); Treas. Reg. § 1.6013-1(d)(2) (1959). 

11 Joint liability is a matter of intention and ought to be rejected if a debt will 
be credited with no probate assets out of which to pay. Consider the narrow escape of 
Eva M. Manton, 11 T.C. 831 (1948), acg., 1949-1 Cum. Bull. 3 as the result of the 
machinations of Circuit Judge Martin Manton reflected in Manton v. United States, 
107 F.2d 834 (2d Cir.), cert. denied, 309 U.S. 664 (1938). 

12 The unpaid income tax liability of the decedent is a claim against the probate 
estate. See “Death and Taxes I,” supra notes 80-81. It may not be against the non- 
probate assets. Comm’r v. Stern, 357 U.S. 39, 1 Am. Fed. Tax R.2d 1899, 58-2 U.S.T.C. 
f 9594 (1958); United States v. Bess, 357 U.S. 51, 1 Am. Fed. Tax R.2d 1904, 58-2 
US.T.C. § 9595 (1958). 

13 Estate of Frank J. Floyd, 72 Pa. D. & C. 406, 43 Am. Fed. Tax R. 1301, 51-2 
US.T.C. J 9415 (Orphans’ Ct. 1951). 
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When the joint return is filed, the decedent’s proportionate share of the 
income tax liability’* is a debt of the decedent;’* but conversely, the 
amount withheld from salaries for payment to the government by 
his employer, and payments on decedent’s estimated income tax are 
assets of the decedent’s estate and includible for estate tax purposes 
accordingly.*® 

The last income tax return can include an optional special election 
to accrue previously untaxed United States Treasury discount bond 
interest even though the method had never before been elected by 
the decedent.'? This special option can be exercised for the decedent 
in his last income tax return, or it can be elected by the estate or by 
any successor, but the election must apply to all bonds owned."* 
Alternatively, the effect of partial election by the estate or by suc- 
cessors can be accomplished by an actual redemption of the desired 
amount; this will produce cash realization of the income for taxation.’® 

Medical expenses of the decedent paid within one year after 
death can be deducted in his last return®’ or deducted in the estate 
tax return*’ or deducted by the surviving spouse in the year of pay- 
ment.”” 

The income tax returns of the surviving spouse for the two years 
following death can use the income splitting rate method if she has 
not remarried and if she maintains a household for a dependent.** 


TRACING DECEDENT’S UNTAXED INCOME To His SUCCESSORS 


A taxable income or deduction event must occur either in the 
form of a cash receipt or payment, or as a taxable accrual of right or 
offsetting liability. The requirement carries with it the possibility 
that an item may have escaped the claims of the tax collector or the 
right of the taxpayer before death. Add to this corpus-income concepts 
from property law and their derivative argument—a right accrued at 
death is a fixed property right—the income tax can only fall on 





14 Proportionate allocation is required based on relative amounts of husband’s in- 
come and wife’s income. Rev. Rul. 57-78, 1957-1 Cum. Bull. 300. 

15 Compare Mills v. United States, 4 Am. Fed. Tax R.2d 6102, 59-2 U.S.T.C. {| 11,894 
(S.D. Ga. 1959). 

16 Int. Rev. Code of 1954, § 2033. 

17 Int. Rev. Code of 1954, § 454(a) ; Treas. Reg. § 1.454-1(a) (1957). 

18 Int. Rev. Code of 1954, § 454(a). 

19 The same rule applies to any taxpayer; but successors are not required to accrue 
because the earlier owner did so. Treas. Reg. § 1.454-1(a) (1957). 

20 Int. Rev. Code of 1954, § 213(d); Treas. Reg. § 1.213-1(d) (1960), but double 
deductions are not permissible. Int. Rev. Code of 1954, § 642(g). 

21 Int. Rev. Code of 1954, § 2053(a) (3). 

22 Ini. Rev. Code of 1954, § 213(a); Treas. Reg. § 1.213-1(a) (3) (i) (1960). 

23 Int. Rev. Code of 1954, § 2(b). 
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“incomes from whatever source derived.”** Since the property right 
transmitted at death is no longer income in the property sense, perhaps 
it could not be taxed. Of course, the argument could not stand scru- 
tiny: its fallacy lay in equating constitutional taxing power over in- 
come with the probate and trust law category of income as a conceptual 
method used in distributing property benefits.*® 

Until 1934, no income tax was assessed against a decedent nor 
against his successors.7* The rule was the opposite from 1934 until 
1942: an income tax was assessed particularly because of death.*’ 
This was unfair to the successors because of the extra income tax cost 
it produced through the bunching effect in the last income tax return.”* 
Since 1942, the new concept of income in respect of a decedent has 
been the common standard,” and by explicit statutory command, no 
accruals of income result from death alone.*° 

As originally enacted, the concept of income in respect of a dece- 
dent was not defined. The administrative interpretation now applic- 
able supplies some assistance in determining its meaning: 


Income in respect of a decedent refers to those amounts to which 
a decedent was entitled as gross income but which were not properly 
includible in computing his taxable income for the taxable year 
ending with the date of his death or for a previous taxable year 
under the method of accounting employed by the decedent... 
(including) : 
(1) All accrued income of a decedent who reported his income 
by use of the cash receipts and disbursements method; 
(2) Income accrued solely by reason of the decedent’s death in 
case of a decedent who reports his income by use of an 
accrual method of accounting; and 
(3) Income to which the decedent had a contingent claim at 
the time of his death.*! 


24 U.S. Const. amend. XVI. 

25 Gifts and inheritances are ordinarily exempt from income taxation, but not if 
the inheritance is an income right. Int. Rev. Code of 1954, § 102(b). Income rights 
actually become corpus at death under probate and trust law. Consider the effects of 
this doctrine on the federal law of income taxation which was argued in Richardson v. 
United States, 177 F. Supp. 394, 4 Am. Fed. Tax R.2d 5642, 59-2 U.S.T.C. § 9712 (E.D. 
Mich. 1959) (app. to 6th Cir. 1960). 

26 Nichols v. United States, 64 Ct. Cl. 241, 6 Am. Fed. Tax R. 7101 (1927). 

27 Helvering v. Enright’s Estate, 312 U.S. 636, 25 Am. Fed. Tax R. 1213, 41-1 
US.T.C. § 9356 (1941); Putman’s Estate v. Comm’r, 324 U.S. 393, 33 Am. Fed. Tax R. 
599, 45-1 U.S.T.C. J 9234 (1945). 

28 This bunching effect was particularly noticed in Comm’r v, Linde, 213 F.2d 1, 
45 Am. Fed. Tax R. 1522, 54-1 U.S.T.C. 9384 (9th Cir.), cert. denied, 348 U.S. 871 
(1954), noted in 33 Taxes 675 (1955), and in Lacomble v. United States, 177 F. Supp. 
373, 4 Am. Fed. Tax R.2d 5563, 59-2 U.S.T.C. {| 9692 (N.D. Calif. 1959). 

29 Int. Rev. Code of 1954, § 691. 

30 Int. Rev. Code of 1954, § 451(b). 

31 Treas. Reg. § 1.691(a)-1(b) (1957). 
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The courts have applied a broad test of includibility for the most 
part: pregnant property which carries untaxed income rights derived 
from the decedent is almost certainly taxable to the successors to 
whom it devolves.*? Conversely, if the item in question could have 
never been income to the decedent, it can not be income to his suc- 
cessors.** The same generic concepts of income persist after death as 
before; mere accretion of value unaccompanied by a taxable event 
is not recognized as a taxable income factor. Thus a cash basis farmer 
who has untaxed inventories of agricultural products on hand at death 
is not subject to income tax at death on their value.** But if there 
is another event present, such as where he has set in motion the 
marketing processes so that their crop status has been replaced by 
unsatisfied obligations of payment by others, the untaxed profit is 
income in respect of decedent.*® Increase in the value of corporate 
shares arising from an enforceable buy-sell agreement entered into 
during life will not be taxed as income to the successors when the 
redemption is accomplished.*® Of course, if the stepped-up-basis-at- 
death provisions of section 1014 of the Internal Revenue Code apply, 
there is no possibility of income in respect of decedent; the two con- 
cepts are statutorily defined to be mutually exclusive.** 

The broad sweep of many decisions has seemed to find taxability 
to successors arising out of a decedent’s untaxed income in three 
major areas: 


(1) Almost all items of untaxed value based on a decedent’s 
personal services during his lifetime are later taxed to 
somebody.** An earlier difficulty in the method of taxing 
partners post-mortem income has been clarified.*® About 





82 Estate of O’Daniel v. Comm’r, 173 F.2d 966, 37 Am. Fed. Tax R. 1249, 49-1 
US.T.C. § 9235 (2d Cir. 1949); and see Estate of Riegelman v. Comm’r, 253 F.2d 315, 
1 Am. Fed. Tax R.2d 2117, 58-1 U.S.T-C. { 11,753 (2d Cir. 1958) (right to post death 
income from law partnership subject to income tax under Internal Revenue Code of 
1954, § 691 is therefore an includible asset for estate tax purposes under Internal Revenue 
Code of 1954, § 2031). 

83 Treas. Reg. § 1.691(a)-1(d) (1957); Rev. Rul. 59-64, 1959-1 Cum. Bull. 31 
(items excluded from includible income under Internal Revenue Code of 1954, § 105 
retain this character in hands of successors). 

34 Estate of Tom L. Burnett, 2 T.C. 897 (1943). This case applies equally under 
current law. Rev. Rul. 58-436, 1958-2 Cum. Bull. 366. 

35 Comm’r v. Linde, supra note 28; Treas. Reg. § 1.691(a)-2, examples (5) and (2) 
(1957). 

36 Treas. Reg. § 1.691(a)-2(b), example (4) (1957). 

37 Int. Rev. Code of 1954, § 1014(c); compare Rev. Rul. 58-436, 1958-2 Cum. 
Bull. 366. 

38 See table 3-1 at 355, items 1(a) through 1(m). 

39 Partnership income as such is no different in nature than income realized by any 











1961] 


DEATH AND TAXES —II 


355 


TABLE 3-1 
“INCOME IN RESPECT OF DECEDENT” 
JupictaL & ADMINISTRATIVE APPLICATIONS 





DESCRIPTION OF 
VALUES TRANSMITTED 
AT DEATH 


AUTHORITIES AND COMMENTS 





1—ITEMsS PRINCIPALLY BASED ON SERVICES 


(a) Post-mortem salary payments by em- 
ployer to the estate are decedent’s 
§ 691 income 


Non taxable payments in lieu of 
salary are not taxable under § 691 
(a) if they would not have been 
taxable to the decedent by life- 
time payment 


Gratuitous post-mortem payments up 
to $5000 to a widow or successor 
are not income in respect of dece- 
dents under § 691(a) 


Gratuitous post-mortem payments to 
a widow in excess of $5000 may or 
may not be § 691 income 


(b) 


(c) 


(d) 


(e) Insurance renewals commission paid 
after death are decedent’s § 691 
income 

(f) Post-mortem payments for unused 
leave time due to a government 
employee are decedent’s § 691 
income 


Accounts receivable paid off after 
death for services rendered are 
usually decedent’s § 691 income 


(g) 


Contingent fees for services will be 
decedent’s § 691 income 


(h) 


Income resulting from an employee’s 
restricted stock option which 
passed from a decedent is dece- 
dent’s § 691 income 


(j) 


(k) Authors publication royalties paid 
post-mortem are decedent’s § 691 
income 

(m) Post-mortem payments to partners 


for their earnings are now explicit- 
ly covered by Internal Revenue 
Code § 691(e) 


PERFORMED DurRING DEcEDENT’s LIFETIME 


Estate of Bausch v. Comm’r, 186 F.2d 
313, 40 Am. Fed. Tax R. 61 (2d Cir. 
1951) (under Int. Rev. Code of 1939) 

1.691(a)-2(b), 


Treas. Reg. § example 


(1) (1957) 
Rev. Rul. 59-64, 1959-1 Cum. Bull. 31 


Int. Rev. Code of 1954, § 101(b) 
Treas. Reg. § 1.691(a)-1(d) (1957) 


See note 40 for the reflection of a long 
struggle still continuing on this issue 


Latendresse v. Comm’r, 243 F.2d 577, 51 
Am. Fed. Tax R. 145 (7th Cir.), cert. 
denied, 355 US. 830 (1957); Treas. 
Reg. § 1.691(a)-2(b) example (2) (1957) 


Rev. Rul. 55-229, 1955-1 Cum. Bull. 75. 
See also I.T. 3801, 1946-1 Cum. Bull. 
109 


Dixon v. United States, 96 F. Supp. 986, 
40 Am. Fed. Tax R. 563 (E.D. Ky. 
1950), aff'd per curiam, 192 F.2d 92 
(6th Cir. 1951). 


O’Daniels Estate v. Comm’r, 173 F.2d 
966, 37 Am. Fed. Tax R. 1249 (2d Cir. 
1949); Friedman, “Estate and Income 
Tax Aspects of Fees Due at Death,” 18 
N.Y.U. Inst. Fed. Tax. 1293 (1960). 


Int. Rev. Code of 1954, § 421(d)(6). 


Rev. Rul. 57-544, 1957-2 Cum. Bull. 361; 
Rev. Rul. 60-227, 1960-1 Cum. Bull. 
262; Sutter, “(Revenue) Ruling 60-227 
clarifies income in respect of a decedent 
arising from property,” 14 Journal of 
Taxation 214 (April, 1961). 


See note 39; Int. Rev. Code of 1954, 
§ 753. 











TABLE 3-2 
“INCOME IN RESPECT OF DECEDENT” 
Jupiciat & ADMINISTRATIVE APPLICATIONS 





DESCRIPTION OF 
VALUES TRANSMITTED 
At DEATH 


AutTHorities & COMMENTS 





2—ITEMS PRINCIPALLY BASED ON INCOME FROM TRADITIONAL PROPERTY RIGHTS 


(n) Dividends declared as of an ante- 
mortem record date payable after 
date of death are decedent’s § 691 
income when paid post-mortem 


(p) Ante-mortem interest owed to the 
decedent at death is decedent’s § 691 
income 

(q) United States government bond in- 
terest must be classified by type of 
issue: 

Untaxed ante-mortem interest from 
Series E bonds can be decedent’s 
§ 691 income 

[Consider the election to accrue E 
bond interest in the last return of 
the decedent: this will eliminate 
§ 691(a) income] 

Untaxed post-mortem interest on 
G bonds not due until after death 
is not includible as § 691(a) income 

(r) Defaulted interest which originated 
after purchase by decedent is 
decedent’s § 691 income, not return 
of capital 

(s) Promissory notes representing uncol- 
lected rentals for periods before 
death for cash basis taxpayer col- 
lected after death by estate are 
decedent’s § 691 income 

(t) Distributable net income from trusts 
and estates accrued at date of death 
payable at later date is decedent’s 
§ 691 income 

(u) Income in respect of one or more 
prior decedents is income in respect 
to the instant decedent 


(v) Accumulations in a building and loan 
deposit account untaxed to the 
decedent are income in respect of 
decedent ' 

(w) Alimony arrears payable to the wife’s 
estate is decedent’s § 691 income 


(x) Damage claims pending at death will 
carry § 691 income if they would 
have been taxable income items to 
the decedent 


(y) Post-mortem earning power of an 
estate asset is not § 691 income; 
thus interest on installment pay- 
ments due for deceased partner’s in- 
terest is not decedent’s § 691 income 
since it did not arise prior to death 


Putnams Estate v. Comm’r, 324 U.S. 393, 
33 Am. Fed. Tax R. 599 (1945) (before 
§ 691 was enacted); compare Lowndes 
& Kramer, “The Accrual of Corporate 
Dividends Under The Federal Estate 
Tax,” 16 U. Pitt. L. Rev. 46 (1954). 

Richardson v. United States, 177 F. Supp. 
394, 4 Am. Fed Tax R.2d 5642 (E.D. 
Mich. 1959) (app. to 6th Cir. 1960). 


Treas. Reg. § 1.691(a)-2(b), example (3) 
(1957). Rev. Rul. 58-435, 1958-2 Cum. 
Bull. 370. 


Int. Rev. Code of 1954, § 454(a). 


Estate of Willis L. King, 18 T.C. 414 
(1952), acqg., 1953-1 Cum. Bull. 5. 


Herbert Payson, 18 CCH Tax Ct. Mem. 
686, 28 P-H Tax Ct. Mem. 596 (1959). 


Estate of Ostella Carruth, 28 T.C. 871 
(1957). 


Treas. Reg. § 1.652(c)-2 (1956); Treas. 
Reg. § 1.662(c)-2 (1956). 

Compare also Rev. Rul. 59-346, 1959-2 
Cum. Bull. 165. 

Treas. Reg. § 1.691(a)-1(c) (1957). 

Rev. Rul. 57-544, 1957-2 Cum. Bull. 361. 

See also Treas. Reg. § 1.691(a)-4(b) (1) 
(1957). Edna S. Ullman, 34 T.C. No. 
114 (1960). 

Estate of William P. Cooper, 19 CCH Tax 
Ct. Mem. 521, 29 P-H Tax Ct. Mem. 
585 (1960) (app. 4th Cir. 1960). 


Estate of Sarah L. Naraschkine, 14 T.C. 
1128 (1950), aff'd per curiam, 189 F.2d 
257 (2d Cir. 1951). 

Rev. Rul. 55-463, 1955-2 Cum. Bull. 277. 

Adele Trounstine, 18 T.C. 1233 (1952), 
rev'd on other grounds, 213 F.2d 78, 
46 Am. Fed. Tax R. 1782, 54-2 U.S.T.C. 
7 9359 (3d Cir. 1954). 

Mandel v. Sturr, 266 F.2d 321, 3 Am. Fed. 
Tax R.2d 1323, 59-1 U.S.T.C. J 9443 
(2d Cir. 1959). 
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TABLE 3-3 
“INCOME IN RESPECT OF DECEDENT” 
Jupicra, & ADMINISTRATIVE APPLICATIONS 





DESCRIPTION OF 
VALUES TRANSMITTED 
AT DEATH 


AutnHorities & COMMENTS 





3—INCOME PRINCIPALLY BASED ON CAPITAL VALUES OR TRANSACTIONS WHICH ORIGINATED 
DuRING THE LIFETIME OF THE DECEDENT 


(aa) Decedent’s untaxed rights to instal- 
ment payments for lifetime trans- 
actions are decedent’s § 691 income 


(bb) Decedent’s right to receive payment 
for sales of his property: 


Completed during his lifetime but 
paid post-mortem are decedent’s 
§ 691 income 


Set in motion during his lifetime 
but not consummated are not de- 
cedent’s § 691 income 


(cc) Cash basis farmers date of death 
inventory is net income in respect 
of decedent, thereby escapes income 
taxation altogether 


(dd) But when the decedent has set the 
liquidation process into motion and 
it is nearly complete, the profit is 
decedent’s income under § 691(a) 


(ee) Unmatured crops are not decedent’s 
§ 691 income to anybody 


(ff) Untaxed profit based upon an inter- 
vivos redemption or sale agreement 
exercisable only at death, but con- 
summated post-mortem is not tax- 
able income 


(gg) Amounts received by a surviving 
annuitant under a joint and survivor 
annuity contract give rise to an 
estate tax deduction for income tax 
purposes 


Int. Rev. Code of 1954, § 691(a)(4); 
Treas. Reg. § 1.691(a)-5 (1957). 


Treas. Reg. § 1.691(a)-2, 
example (4). 
example ($311), (2) (1957). 


Treas. Reg. § 1.691(a)-2, 
example (5)(2) (1957). 


Estate of Tom L. Burnett, 2 T.C. 897 
(1943). Under § 1014(b), basis is stepped 
up, therefore no income tax results at 
sale at date of death value. 

This rule is equally applicable under the 
Internal Revenue Code of 1954, § 691 
(a) ; Rev. Rul. 58-436, 1958-2 Cum. Bull. 
366. 


Comm’ v. Linde, 213 F.2d 1, 45 Am. Fed. 
Tax. R. 1522, 54-1 U.S.T.C. § 9384 (9th 
Cir.), cert. denied, 348 U.S. 871 (1954), 
noted in 33 Taxes 675 (1955). 


Treas. Reg. § 1.691(a)-2(b), 
example (5)(1) and example (5) (2) 
(1957). 

Perry v. United States, 160 F. Supp. 270, 
1 Am. Fed. Tax R.2d 2028, 58-1 U.S.T.C. 
| 9400 (Ct. Cl. 1958). 


Treas. Reg. § 1.691(a)-2(b), 
example (4) (1957). 


Int. Rev. Code of 1954, § 691(d). 
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the only real exception is the on-going dispute over treatment 
of voluntary payments made by an employer to widows and 
successors.*° 





other type of entity. But for partnerships particularly, taxing theories in use until 
1954 caused serious problems of bunching as a result of death. Here is how the question 
might come up: the partners taxable year in which ended the ordinary partnership fiscal 
year would include a 12 month period. If death occurred any time up to eleven months 
later in the same taxable year for the partner, the partnership taxable year would again 
come to an end and the second group of months would therefore fall into the same 
return. This classical example is illustrated by the implications of Comm’r v. Estate of 
Tyree, 215 F.2d 78, 45 Am. Fed. Tax R. 1872, 54-2 U.S.T.C. § 9505 (10th Cir. 1954); 
Grant v. Busey, 230 F.2d 290, 49 Am. Fed. Tax R. 227, 56-1 U.S.T.C. § 9281 (6th Cir. 
1956); consult also Weyler & Flom, “Death and Income Taxes—The Demise of a 
Partner,” 52 Colum. L. Rev. 695 (1952). 

New statutory provisions now prevent the death of a partner from closing his 
taxable year. Int. Rev. Code of 1954, § 706(c)(1); see also Int. Rev. Code of 1954, 
§ 451(b). All post-mortem partnership income is now taxed as income in respect of 
decedent under Internal Revenue Code of 1954, § 691. Int. Rev. Code of 1954, §§ 753, 
736(a) ; see Repetti, “Death of a Partner,” 13 N.Y.U. Inst. Fed. Tax. 921 (1955). 

The partners income to date of death will also be an includible asset for estate tax 
purposes. Estate of Riegelman v. Comm’r, supra note 32. The death benefit exemption 
available to an employee under Internal Revenue Code of 1954, § i01(b) does not 
apply to income paid to the widow of a partner. Mary Tighe, 33 T.C. 557, 567 (1959). 

49 The long dispute over the various tax implications attending the payment of 
voluntary consolatory disbursements to estates and widows of deceased employees shows 
only a clouded future. Substantial fact differences have characterized a long continuing 
struggle during which, until recently, the government often seemed sure to lose both 
ways. 

The employer has usually managed to sustain deduction for post-mortem payments 
to employees. Consult among others, Nixon v. United States, 52 Am. Fed. Tax R. 1650, 
57-2 US.T.C. § 9982 (E.D. Tenn. 1957), appeal dismissed, (6th Cir. 1958); and Fifth 
Avenue Coach Lines Inc., 31 T.C. 1080 (1959), modified on other issues, 281 F.2d 556, 
6 Am. Fed. Tax R.2d 5665, 60-2 U.S.T.C. § 9628 (2d Cir. 1960), appealed to Supreme 
Court January 7, 1961; Rabkin & Johnson, Federal Income Gift & Estate Taxation 
§ 14.13(4) (1951). 

On the employees side, compensation paid by reason of an employer’s contractual 
obligation is taxable both as decedent’s § 691 income and for estate tax purposes. Estate 
of Riegelman v. Comm’r, 253 F.2d 318, 1 Am. Fed. Tax R.2d 2119, 58-1 U.S.T.C. § 11,753 
(2d Cir. 1958); Estate of O’Daniel v. Comm’r, 173 F.2d 966, 37 Am. Fed. Tax R. 1249, 
49-1 US.T.C. J 9235 (2d Cir. 1949); Treas. Reg. § 20.2039-1(b) (1958); Bilder, “Death 
Benefits Paid Under an Express Contract,” 34 Taxes 529 (1956); Note, 66 Yale L.J. 
1217 (1957). Even in the absence of an explicit binding contract to do so, the long 
continued conduct of some employers in this direction creates taxability as being the 
practical equivalent of an express contract. Simpson v. United States, 261 F.2d 497, 
2 Am. Fed. Tax R.2d 6036, 58-2 U.S.T.C. § 9923 (7th Cir. 1958), cert. denied, 359 US. 


944 (1959). 

In the absence of an enforceable contract, it was hardly surprising that payments 
made by the employer to the decedent’s estate would be held to be income in respect 
of decedent. Bausch v. Comm’r, 186 F.2d 313, 40 Am. Fed. Tax R. 61, 51-1 US.T.C. 
{| 9146 (2d Cir. 1951). This seems reasonable enough since the estate is the lineal legal 
successor of the deceased employee himself. 
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(2) Quite similar, the income thrown off by conventional prop- 
erty holdings before the decedent’s death but realized after 
death are taxed somewhere when they have been reduced 





Perhaps because the nexus between the employment and the widow seemed con- 
siderably more tenuous when the estate was not present as the named beneficiary, gifts 
to widows have been repeatedly held non-taxable for income tax purposes. Fathered 
perhaps by some overly favorable early administrative rulings, a long series of disastrous 
cases under the Internal Revenue Code of 1939 produced a singularly unsuccessful litiga- 
tion pattern. Louise K. Aprill, 13 T.C. 707 (1949), acg., 1950-2 Cum. Bull. 1, non acq., 
1957-2 Cum. Bull. 8. In 1958, the government announced abandonment of litigation of 
cases which arose under the former code. Rev. Rul. 58-613, 1958-2 Cum. Bull. 914. 

The Revenue Service has been contending that since 1954, a new provision in In- 
ternal Revenue Code, § 101(b)(2), changed the old rule. It has ruled that only $5,000 
paid by reason of the death of the employee is income tax exempt, and that all over 
that amount is taxable to the recipient as income. Rev. Rul. 60-326, 1960 Int. Rev. Bull. 
No. 42, at 11. This argument has met with both rejection and success. In the first direct 
ruling under the new code, the payments were held non-taxable. United States v. Reed, 
277 F.2d 456, 5 Am. Fed. Tax R.2d 1141, 60-1 U.S.T.C. § 9349 (6th Cir. 1960). Accord, 
Cowan v. United States, 6 Am. Fed. Tax R.2d 5499 (N.D. Ga. 1960). The government’s 
position has been accepted by the Tax Court in Estate of Mervin G. Pierpont, 35 T.C. 
No. 10 (1960) which rejected the Reed doctrine. Compare also United States v. Kasyn- 
ski, 284 F.2d 143, 6 Am. Fed. Tax R.2d 6060 (10th Cir. 1960) which appears to be in 
accord with Reed but explicitly relied on significant fact differentials highlighted in 
Comm’r v. Duberstein, 363 U.S. 278, 5 Am. Fed. Tax R.2d 1629 (1960); see also 
Richards, “Voluntary Payments to Widows or Beneficiaries of Deceased Employees,” 
22 Ohio St. L.J. 318 (1961). 

It may be begging the question to rely on the Internal Revenue Code of 1954, 
§ 102(b) which refuses gift treatment where the gift is income from property. 

A revised approach by the government to measure deductibility by the employer 
seems reasonable enough to require caution in laying out future conduct. The crucial 
inquiry can be directed at the key search for the presence of an employer’s obligation. 

If there be a contract to pay a benefit at death, or conduct which approximates 
it, the disbursement is plainly deductible assuming that the total compensation was 
reasonable in amount. Int. Rev. Code of 1954, §§ 162(a), 212, 404(a); Treas. Reg. 
§ 1.404(a)-1(b) (1956). Contrast with this the non-enforceable moral obligation rule: 
payment of an unenforcible obligation is not deductible because payment of moral 
obligations by businesses is not ordinary and not legally necessary. Welch v. Helvering, 
290 U.S. 111, 12 Am. Fed. Tax R. 1456, 3 U.S.T.C. § 1164 (1933). If payment of a 
moral obligation is not ordinary and necessary, consider the weaker aspects of the 
voluntary payment: how can a disbursement be ordinary and necessary where the 
payment is made even though the employer has explicitly and totally repudiated any 
obligation, legal or moral? 

The standard corporate recitative format carefully drawn from the cases specifically 
casts the payment in the nominal cloak of a gift. Sometimes it is stated to have been 
engendered by pure donative intent or said to have been based upon affection. See 
Comm’r v. Duberstein, supra. 

To start afresh, doesn’t a gift by definition fall short of meeting the deductibility 
stature of a moral obligation? The categories of gift and obligation seem to be 
mutually exclusive. Do businesses ordinarly make gifts to employees without some 
degree of obligation either to the decedent or perhaps to serve the morale of other 
employees? If the obligation is not legally binding, is it really necessary? Ought not 
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to the possession of a successor.*! Income which originated 
from the property after death is not taxable under section 
691 of the Internal Revenue Code, but under the general 
income sections of the code.*? 


(3) Whether untaxed income based on capital transactions mainly 
attributable to the decedent’s property will be taxed or not 
depends on whether the decedent himself set in motion the 
event which generated the imposition of the tax.** Thus 
the unpaid capital gains tax on a completed installment sale 
is certainly taxable to the successor.** Mere accretion of 





voluntary gift disbursements fall into the rule of the Welch case especially when the 
employer is often motivated to help the recipient at the expense of the government? 
Isn’t this gift reasoning even more persuasive when the corporate employer is controlled 
by the same family as the recipient? 

The solution to the Reed type disputes may lie in a challenge from the government 
with increased vigor as to whether a voluntary payment satisfies the ordinary and 
necessary tests required to sustain the employer’s deduction. The service may have al- 
ready laid the legal groundwork for this attack on the empoyer’s position. Pomeroy, 
“Insurance and Other Fringe Benefits,” 29 U. Cinc. L. Rev. 197, 220 (1960). If an 
employer acknowledges an obligation in order to get the deduction, it will automatically 
create taxability of the recipient based upon the Internal Revenue Code of 1954, 
§ 691(a). 

Perhaps the threat of another final death blow inheres in the innocuous rule that 
gift tax liabilities will be assessed against shareholders for gifts made by a corporation. 
Treas. Reg. § 25.2511-1(h)(1) (1959). If death payments in the form of gifts by the 
corporation are not deductible by the employer, and if they be gifts by the shareholders, 
can they not also be assessed as dividends to the shareholders? If corporate funds were 
to be distributed to shareholders and by them in turn given to a widow by the share- 
holders directly, two taxes would result: first, the dividend would be taxed as ordinary 
income when the funds are paid out by the corporation. Secondly, the transfer to the 
widow would be taxable as a gift, Ought the result be any different when the same 
effect is reached indirectly by direct payment by the corporation? Far from being a 
double victory, if this conclusion were to be accepted by the courts, the outcome would 
be instead a double defeat! To extend the possibility to the ultimate, perhaps the pay- 
ment could result in an effective triple tax: the corporation might get no deduction; 
the shareholder might be taxed also having received a dividend; and the recipient or 
the shareholder might be held to a gift tax! As yet we have seen no patterns which 
support this astonishing possibility. 

41 See table 3-2 at 356, items (n) through (y). 

42 Mandel v. Sturr, 266 F.2d 321, 3 Am. Fed. Tax R.2d 1323, 59-1 U.S.T.C. J 9443 
(2d Cir. 1959). The significance of the distinction can lie in whether an income tax 
deduction for an estate tax payment is available. 

43 See table 3-3 at 357, items (aa) through (gg). 

44 Int. Rev. Code of 1954, § 691(a) (4); Treas. Reg. § 1.691(a)-(5) (1957); similarly 
if a profit results from a sale made by a successor before the death of the prior owner, 
the gain is taxable notwithstanding that this stepped up value is included in the de- 
cedent’s estate as a gift in contemplation of death. The Internal Revenue Code of 1954, 
§ 1014(a) ordinarily steps up basis at death, thereby effectively eliminating income tax 
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property value does not generate taxable income in respect 
of decedent*® even though there was a binding contract 
fixing its value.** Thus the principal source of this loophole 
seems to be the basis provisions of section 1014 of the In- 
ternal Revenue Code. 


Notions of tax equity applied to seek out otherwise untaxed 
income must observe the congruent limitation that no extra tax ought 
to be created by death. This correlative requires that comparable ef- 
fective tax rate categories be applied. The statute states this result 
explicitly.*7 The nature of income is carried across to the decedent’s 
successors.** The spread-back right to reduce bunched income by 
modifying the effective tax rates also applies.*® For this same reason, 
the non-taxable character of an involuntary conversion reinvestment 
transfers from the decedent to his successor.” 


Searching out decedent’s untaxed income leaves another problem 
for solution: the inquiry as to the taxable person and the taxable 
periods must be resolved. The taxable income falls on the person who 
has a right to receive it.°’ Thus the trichotomy of devolution patterns 
re-enters to determine the taxable person.®* The executor is usually 
liable to pay the tax on probate estate income.** The heir in Ohio 





on the proceeds except where the property was “sold, exchanged or otherwise disposed 
of before the decedent’s death by such person . . .” who acquires the property from a 
decedent. 

45 Estate of Tom L. Burnett, supra note 34. 

46 See supra note 36. 

47 Capital gain is specially treated under Int. Rev. Code of 1954, § 691(a) (3). 
Treas. Reg. § 1.691(a)-3(b)(1) (1957); Comm’r v. Hopkinson, 126 F.2d 406, 28 Am. 
Fed. Tax R. 1349, 42-1 U.S.T.C. § 9330 (2d Cir. 1942); similarly as to non taxable in- 
terest on government obligations see Treas. Reg. § 1.691(a)-3(b)(2} (1957). See also 
Int. Rev. Code of 1954, §§ 642(h), 652 and 662. 

48 Consider by analogy Arrowsmith v. Comm’r, 344 U.S. 6, 42 Am. Fed. Tax R. 649, 
52-2 U.S.T.C. | 9527 (1952) (expenditures by corporation shareholders after dissolution 
are capital losses to correspond with the capital gain treatment when the proceeds were 
received) ; Comm’r v. Hopkinson, supra note 47 and United States v. Benedict, 338 US. 
692, 38 Am. Fed. Tax R. 1208, 50-1 U.S.T.C. { 9179 (1950) (charitable contribution by 
trust limited to capital gain half includible). 

49 Estate of O’ Daniel v. Comm’r, supra note 32; Treas. Reg. § 1.691(a)-3(b) (3) 
(1957). 

50 Estate of Goodman v. Comm’r, 199 F.2d 895, 42 Am. Fed. Tax R. 877, 52-2 
US.T.C. J 9556 (3d Cir. 1952), followed by Rev. Rul. 58-407, 1958-2 Cum. Bull. 404. 

51 Freuler v. Helvering, 291 U.S. 35, 13 Am. Fed. Tax R. 834 (1934). 

52 Unjustified allocation of income and expense between estate and beneficiary is 
subject to reallocation under Internal Revenue Code of 1954, § 482. Davis v. United 
States, 282 F.2d 623, 6 Am. Fed. Tax R.2d 5599 (10th Cir. 1960). 

53 Randolph v. Comm’r, 76 F.2d 472, 15 Am. Fed. Tax R. 1152, 35-1 US.T.C. 
{ 9169 (8th Cir.), cert. denied, 296 U.S. 599 (1935). For a fine discussion of these princi- 
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is ordinarily liable for the tax on his real estate,** but not where the 
estate has various rights amounting to ownership.” This is illustrated 
by an allocation ruling: after the estate retakes realty to pay debts, 
the income tax is apportioned between the heirs and the estate accord- 
ing to the amount used to discharge the obligation and the funds 
returned to the heir.*® 

Once the legal right to receive income in respect of a decedent 
has devolved, it cannot be sold or given away*’ except at the price 
of precipitating the unpaid income tax liability on all of the decedent’s 
untaxed income.”* The only non-taxable method of transfering preg- 
nant property short of income taxability is by transmission at death,*® 
which makes it thereby subject to the federal estate tax. If income 
pregnant property is transfered by the estate to satisfy a pecuniary 
legacy, the estate realizes taxable income in respect of the decedent.®” 
It can be effectively deflected by a gift to charity as a result of a 
testamentary direction to this effect through the interaction of the 
corresponding offset which results from the charitable deduction."' 





ples, see especially Miller, “Federal Income Tax Problems in Probate Practice,” 3 Tax 
Counsellors Quarterly 63 (1959), 43 Iowa L. Rev. 337 (1958); Hull, “Federal Taxation 
of Income From Decedent’s Estates,” 3 Tax Counsellors Quarterly 41 (1959); see also 
Lauritzen, “Estate Income During Administration—Who Owns It—Who Pays the Tax— 
What to Do About It?” 3 Tax Counsellors Quarterly 1 (1959). 

54 Overturf v. Dougan, 29 Ohio St. 230 (1877) ; “Death & Taxes I,” supra note 20; 
L.T. 1596, II-1 Cum. Bull. 130 (1923) ; Abbot v. Welch, 31 F. Supp. 369, 24 Am. Fed. Tax 
R. 563, 40-1 U.S.T.C. J 9245 (D. Mass. 1940). Does the new Ohio permissive real estate 
management statute produce a different result? Ohio Rev. Code § 2113.311 (1959). 
Consider a will provision to remove the descent to heirs premise. Sam S. Brown, 20 
T.C. 73 (1953), acq., 1953-2 Cum. Bull. 3; see infra note 55. 

55 Jones v. Whittington, 194 F.2d 812, 41 Am. Fed. Tax R. 864, 52-1 US.T.C. 
{| 9203 (10th Cir. 1952) ; compare Estate of B. Brasley Cohen, 8 T.C. 784 (1947) (realty 
under California law); Rev. Rul. 57-133, 1957-1 Cum. Bull. 200; Rev. Rul. 58-69, 1958-1 
Cum. Bull. 254; Rev. Rul. 59-154, 1959-1 Cum. Bull. 160. See “Death & Taxes I,” supra 
note 20. 

56 Rev. Rul. 59-375, 1959-2 Cum. Bull. 161. 

57 Robert E. Cleary, 34 T.C. 728 (1960); you can’t duck the income tax on preg- 
nant property by giving it away! Treas. Reg. § 1.691(a)-4(a) (1957); see also Irwin 
v. Gavit, 268 U.S. 161, 5 Am. Fed. Tax R. 5380, 1 U.S.T.C. | 132 (1925). 

58 Treas. Reg. § 1.691(a)-4(a) (1957). 

59 Treas. Reg. § 1.691(a)-4(b) (1957). 

60 Comm’r v. Brinckerhoff, 168 F.2d 436, 36 Am. Fed. Tax R. 1067, 48-1 U.S.T.C. 
| 9296 (2d Cir. 1948); Rev. Rui. 60-87, 1960-1 Cum. Bull. 198 and Rev. Rul. 55-117, 
1955-1 Cum. Bull. 233. 

61 Treas. Reg. § 1.642(c)-1 (1956); Estate of Clymer v. Comm’r, 221 F.2d 680, 
47 Am. Fed. Tax R. 729, 55-1 U.S.T.C. § 9418 (3d Cir. 1955); Drye, “Testamentary 
Gifts of Income to Charity,” 13 Tax L. Rev. 49 (1957). This device is under con- 
gressional scrutiny. 











1961] DEATH AND TAXES —IlI 363 


CARRYING TO SUCCESSORS THE BENEFIT OF DEDUCTIONS UNUSED 
BY THE DECEDENT DurRING His LIFETIME 


Taxing untaxed income to the decedent’s successors produces its 
equitable correlative: if the decedent had income tax deductions unused 
during his lifetime, his successors ought later to get the benefit of these. 
This is the policy behind section 691(b) of the Internal Revenue Code. 
Deductions are allowed for business expenses, interest, taxes and for 
non-business expenses and for the foreign tax credit." A similar deduc- 
tion for depletion is allowed to the income recipient.®* Except for this 
limitation, the deductions generally descend to successors irrespective 
of whether there be income in respect of the decedent in the person 
entitled to the deduction.** Thus, it appears that a deduction would 
be allowable for interest paid by the beneficiary of an insurance 
policy out of which an unpaid loan was satisfied after death.” 

Of recurring interest is the continual problem of decedents’ un- 
paid Ohio real estate tax liens: the tax becomes a lien on January 
Ist of each year® but is not collected until about fifteen to twenty 
months later in many Ohio counties.*’ Most Ohio decedents owning 
real estate die with at least two half-liens outstanding; many will owe 
three half-liens, and some will owe four, depending upon the time 
of year during which death occurs, and the promptness of the collec- 
tion machinery. These liens are chargeable against the corpus of the 
estate as effective tax deductions quite without regard to the normal 
time of payment.®* They are also deductions in respect of the dece- 
dent, available to the heir in the absence of the decedent’s contrary 
testamentary direction.” 

Deductions in respect of the decedent have their permissible 
counterpart in a corresponding deduction for estate tax purposes. 





62 Int. Rev. Code of 1954, § 691(b) (1). 

63 Int. Rev. Code of 1954, § 691(b)(2); Treas. Reg. § 1.691(b)-1(b) (1957). 

64 Treas. Reg. § 1.691(b)-1(a) (1957). 

65 Consider Estate of Pat E. Hooks, 22 T.C. 502 (1954), acq., 1955-1 Cum. Bull. 5, 
which is possibly distinguishable. Compare J. Simpson Dean, 35 T.C. No. 113 (1961). 

66 Ohio Rev. Code § 5719.01 (1953). Collection dates are fixed by law at December 
20 and June 20 of the following year. Ohio Rev. Code § 323.12 (1953); see Ohio Rev. 
Code §§ 5719.17 and 5719.18 (1953). 

67 See Boehm, “Ohio Real Estate Tax Liens: Their Federal Tax Consequences,” 
27 U. Cinc. L. Rev. 372 (1958) for a documented discussion. See also infra note 76. 

68 Treas. Reg. § 20.2053-6(b) (1958); Estate of Theresa Seagrist, 42 B.T.A. 1159 
(1941). 

69 Int. Rev. Code of 1954, § 691(b). 

70 Ohio Rev. Code § 2113.52 (1953) requires the heir to pay all real estate tax liens 
in the absence cf a contrary testamentary direction. This would mean that the heir 
to Ohio realty gets the deduction in respect of the decedent under Internal Revenue Code 
of 1954, § 691(b). See also Ohio Rev. Code $§ 5719.24, 5719.25 and 5719.26 (1953). 
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Duplications of these deductions are permissible.** This is not an 
unintended benefit’? but is an inevitable result of this comprehensive 
settlement-just-before-death reasoning.** The decedent’s unused capital 
loss carry-overs seem to be one missing item which goes unused under 
any theory.” 


RECOGNITION OF EXPENDITURES AND DEDUCTIONS TO DETERMINE 
INTERRELATED FEDERAL INCOME AND ESTATE TAXES 


We have seen that tax policy has set out to protect the federal 
revenues by scooping up post-mortem taxes on taxable income, pre- 
viously missed as to the decedent, and that it seeks to assess an estate 
tax on the devolution of the property value of the income rights. In 
applying both objectives, one simple equitable corollary needs atten- 
tion: 

If the decedent had collected all his income the night before he 

died, had prepared his tax returns and had paid all his bills,” 

what would he have had on deposit in a bank at his death as a 

result? On this net amount only ought tax be levied on his estate. 

This comprehensive settlement inquiry lies at the heart of a 
simple philosophy from which can be understood the allowance of 
estate tax deductions for claims against the estate, tax liens,”* in- 





71 Treas. Reg. § 1.642(g)-2 (1956); Int. Rev. Code of 1954, § 2053. 

72 See Cox, “Executors Election to Claim Certain Deductions for Income or Estate 
Tax Purposes,” 20 Ohio St. L.J. 23 (1959) and Frank, “Double Deductions—A Little 
Labyrinth,” 32 Taxes 473 (1954). 

73 The concept has spawned an impressive group of secondary authorities: Craven, 
“Taxation of Income of Decedents,” 102 U. Pa. L. Rev. 185 (1953) ; Drye, “The Taxation 
of a Decedents Income,” 8 Tax L. Rev. 201 (1953); Irell, “Income In Respect of Dece- 
dents as Affected by the 1954 Internal Revenue Code,” 1955 So. Calif. Tax Inst. 535 
(1955); Kennedy, “Income Tax Problems of Decedents and Their Estates,” 48 Nw. 
ULL. Rev. 36 (1953); Krieg & Buschmann, “Section 126: Items of Gross Income In 
Respect of a Decedent,” 32 Taxes 651 (1954); Louthan, “Income In Respect of Dece- 
dents,” 96 Trusts & Estates 236 (1957); Spaulding, “Limitations of Income In Respect 
of a Decedent,” 18 N.Y.U. Inst. Fed. Tax. 1159 (1960); Windhorst, “Income In Respect 
of a Decedent,” 37 Taxes 1082 (1959); Wright, “Taxation of Income In Respect of a 
Decedent,” 31 Neb. L. Rev. 522 (1952); Note, 65 Harv. L. Rev. 1024 (1952). 

74 Rev. Rul. 54-207, 1954-1 Cum. Bull. 147. 

75 This simplified statement overlooks the tax rate problem which inheres in the 
possibility of bunching of income. In the form in which this query is stated, the sum- 
mary has been simplified to ignore the rate factor. This aspect of the problem has been 
treated in a different context in the text at infra note 113. 

76 Real estate tax liens accrued at the date of death enforceable either in personam 
against the decedent or in rem against includible property are proper deductions for 
estate tax purposes under Internal Revenue Code of 1954, § 2053(a)4. Treas. Reg. 
§ 20.2053-6(b) (1958); see also Treas. Reg. § 1.691(b)-1(a) (1957), quoted in part at 
infra note 78. Since Ohio real estate taxes accrue in rem on January 1 of each year 
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debtedness and other deductions’? unused before the date of death. 
Had all of these obligations been satisfied by payment before death, 
cash would have declined by the amount actually paid out to satisfy 
the claims. Thus, the estate tax deduction for debts and expenses 
serves to reduce the gross estate to the correct amount of the net 
estate passing. 

That these items should also be deductible to the estate for 
income tax purposes is simply a second correlative result of this 
suggested comprehensive settlement-just-before-death reasoning: since 
all income must be taxed in some way regardless of death, all deduc- 
tions ought to be allowed as income tax deductions at the time of 
payment after death much as they would have been deductible 
had they been satisfied before death. Payment of debts which included 
disbursements for deductible expenses would have produced for the 
decedent some reduction in income taxes in the return for the period 
when they were paid.”* The double deduction, fully justified in reason, 
is therefore explicitly allowed by established Treasury policy” as 
the only reasonable result attending devolution of the decedent’s 
property: 

(1) A deduction for estate tax purposes reduces the net property 

value of the taxable succession to the proper net amount which 


would have passed and would have been taxable if the liabili- 
ties had been paid during life. 





under Ohio Revised Code § 5719.01 (1953), but are collected the following year, any 
decedent will have at least two half-taxes, and perhaps three or four, outstanding at 
death depending upon the time of his passing and whether the semi-annual collections 
have been satisfied. For a full discussion see Boehm, op. cit. supra note 67. 

77 Int. Rev. Code of 1954, § 2053. Indebtedness includes enforceable personal 
liability of the decedent. Treas. Reg. § 20.2053-4 (1958); Treas. Reg. § 20.2053-7 
(1958). Thus a binding separation agreement enforceable under state law to leave 
property to children is properly deductible for estate tax purposes as a claim against the 
estate of the decedent. Beecher v. United States, 280 F.2d 202, 6 Am. Fed. Tax R.2d 
6113 (3d Cir. 1960). 

78 “If the decedent who reported income by use of the cash receipts and disburse- 
ments method owned real property on which accrued taxes had become a lien, and if 
such property passed directly to the heir of a decedent in a jurisdiction in which real 
property does not become a part of a decedents estate, the heir, upon paying such taxes, 
may take the same deduction under section 164 that would be allowed to the decedent 
if, while alive, he had made such payment.” Treas. Reg. § 1.691(b)-1(a) (1957). 

79 Treas. Reg. § 1.642(g)-2 (1956): The alternative deduction requirement does not 
apply to “deductions for taxes, interest, business expenses, and other items accrued at 
the date of a decedent’s death so that they are allowable as a deduction under section 
2053(a)(3) for estate tax purposes as claims against the estate and are also allowable 
under section 691(b) as deductions in respect of a decedent for income tax pur- 
poses... .” 
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(2) At the same time, some successor has the right to claim as an 
income tax deduction when paid, the amount of indebtedness 
unused by the decedent because of non-payment during his 
lifetime. The expenditure is thereby made available for the 
living successor to the original taxpayer as an income tax de- 
duction in respect of the decedent. 

Occurrences near the end of life may span both life and death; 

a decedent’s accrued medical expenses unpaid at death are the subject 
of three-way alternatives quite unlike any other: 
(1) they may be once deducted as a debt for estate tax purposes*” 
as effectively reducing the value passing to successor; or 

(2) they may be alternatively deducted as expenses in the last 
income tax return of the decedent as though they had been 
satisfied before death if they were finally paid within one year 
after death notwithstanding that the decedent was a cash basis 
taxpayer ;*! or 

(3) they may be alternatively deducted by the surviving spouse 

in her income tax return for the year in which they were 
actually paid.** 


But these three possibilities are strictly exclusionary: they may be 
deducted only once in total,** although they may be broken into parts 
with complete latitude. Thereby, they may be claimed in part for more 
than one purpose* with the only overriding limitation that the total 
deductions allowable cannot exceed the total amount paid.**° The 
medical alternative deduction rule produces one application in which 





80 Int. Rev. Code of 1954, § 2053(a)3; Treas. Reg. § 20.2053-1(d) (1958); Tate v. 
O'Malley, 52 F. Supp. 834, 31 Am. Fed. Tax R. 1185 (W.D. Pa. 1943); Estate of 
McGugan, 47 B.T.A. 658 (1942). 

81 Int. Rev. Code of 1954, § 213(d)1; the option is not available as to a closed 
year. Treas Reg. § 1.213-1(d)(1) (1960). 

82 Int. Rev. Code of 1954, § 213(a); Treas. Reg. § 1.213-1(e)-(1)(c)(3) (1960). 

83 Int. Rev. Code of 1954, § 213(d)2; Treas. Reg. § 1.213-1(d)(2) (1960). 

84 Consider whether Treas. Reg. § 1.642(g)-2 (1956) can be read along with Treas. 
Reg. § 1.213-1(d) (1960); compare also Rev. Rul. 59-32, 1959-1 Cum. Bull. 245 which 
holds that administration expenses not allowable for income tax purposes because they 
are attributable to tax free income can be divided and claimed for estate tax purposes. 
See also infra note 100. ’ 

85 The medical deduction is a very special dispensation with a minimum amount 
based at 3% of adjusted gross income for a taxpayer and wife neither of whom reached 
65 years of age in the taxable year. Treas. Reg. § 1.213-1(a)(2) (1960). The portion 
below the 3% minimum can be used as an estate tax deduction under the Internal 
Revenue Code of 1954, § 2053(a)(3). The portion over the 3% minimum up to the 
maximum amounts imposed by the Internal Revenue Code of 1954, § 213(c) could 
be used as an income tax deduction. The 3% rule may influence the choice as to which 
income tax alternative is adopted under the authority of the two contrasting methods of 
the Internal Revenue Code of 1954, §§ 213(d)(1) and 213(a). The possibility of a 
choice to use the optional standard deduction may infiuence one of the other alterna- 
tives. Int. Rev. Code of 1954, § 144(a). The statute does not permit the fiduciary to use 
the medical deduction on his income tax return for the estate. 
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superficially the settlement-before-death philosophy might seem not 
to fit: possibly—to conjecture—this reasoning is still applicable be- 
cause medical expenses are personal deductions which have no essen- 
tial relation to the determination of taxable economic income.*® 

Death necessarily creates peculiar expenditures based upon the 
event itself. Funeral bills can be considered as the decedent’s approxi- 
mate counterpart to the personal expense of the living;*’ from this 
approach the basis for the rule that funeral expenses are not deductible 
for income tax purposes can be understood.** They are deductible 
for estate tax purposes only*® presumably because they consume some 
of the value of the succession which would otherwise pass to the next 
generation. 

After the decedent’s obsequies, follows the problem of the 
administration of his estate. Here again because succession values are 
reduced, administration costs may be offset as an estate deduction” 
and similarly, perhaps for the same reason, losses and casualties “dur- 
ing the settlement of estates’”' are deductible for estate tax purposes.*” 





86 Consider the implications of the Internal Revenue Code of 1954, § 62 as to 
deductions made in order to determine gross income as in Lela Sullenger, 11 T.C. 1976 
(1948); Treas. Reg. § 1.61-3(a) (1957) as contrasted with deductions to arrive at net 
income. An election to claim the optional standard deduction excludes the right to 
itemize medical deductions. Treas. Reg. § 1.141-1(a) (1957). 

87 Int. Rev. Code of 1954, § 262. 

88 Estate of Orville F. Yetter, 35 T.C. No. 82 (1961); Rev. Rul. 56-449 as revised, 
1956-2 Cum. Bull. 180. 

89 Int. Rev. Code of 1954, § 2053(a)(1); Treas. Reg. § 20.2053-2 (1958); Comm’r 
v. Cardeza’s Estate, 173 F.2d 19, 37 Am. Fed. Tax R. 986 (3d Cir. 1949). Even so, the 
funeral expense deduction explicitly turns on local law. Blackburn v. United States, 6 
Am. Fed. Tax R.2d 6146 (S.D. Ind. 1960). Treas. Reg. § 20.2053-2 (1958) permits de- 
duction for the cost of a burial lot “either for the decedent or his family,” but in any 
event, the federal deduction standard is expressly made subject to local probate law. See 
Rev. Rul. 57-530, 1957-2 Cum. Bull. 621. Distinguish the priority problem here; some 
funeral bills are preferred as to other creditors; the balance are general claims. Ohio 
law grants priority to expenses of funeral direction of $500 and for other expenses as 
approved by the probate court. Ohio Rev. Code § 2117.25(B) (1953). The same section 
contemplates additional bills payable for the same purpose but denies payment priority. 
By statute, the husband is entitled to reimbursement from the estate of his wife for 
funeral expenses paid by him. Ohio Rev. Code § 2117.26 (1953). His common law 
liability in his own right has not been modified. Lee v. Hempy, 35 Ohio App. 402, 172 
N.E. 421 (1929); Note, 4 U. Cinc. L. Rev. 486 (1935); Note, 7 Ohio St. L.J. 472 (1941). 

90 Int. Rev. Code of 1954, §$ 2053(a)2, 2053(b); Treas. Reg. § 20.2053-3 (1958) ; 
for an excellent discussion see Lowndes & Kramer, Federal Estate and Gift Taxes 331-37 
(1956). 

91 Int. Rev. Code of 1954, § 2054; Treas. Reg. § 20.2054-1 (1958). 

92 Casualty seems to mean about the same either under the estate tax deduction 
Lyman v. Comm’r, 83 F.2d 811, 17 Am. Fed. Tax R. 1197, 36-2 U.S.T.C. {| 9307 (1st 
Cir. 1936) as under the income tax deduction provision in Internal Revenue Code of 
1954, § 165(c) (3). 
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TABLE 47 


SINGLE, OPTIONAL AND DuPLicaTinc IncoME, DEDUCTIONS AND CREDITS 
For DECEDENTS, ESTATES AND BENEFICIARIES 








Last Estate Income Income 
income tax tax tax References 
tax return return return and 
Nature of the return — of of comments 
receipt or of Form fiduciary: bene- See key at bottom 
expenditure decedent 706 Form 1041 _ficiary of this page 
Expenses of last ill- Alt Alt D/D: if IRC § 213(d) 
ness paid within 1 tospouse IRC § 2053(a) (3) 
year IRC § 213(a), (c) 
(2) 
Funeral expenses 1 IRC § 2053(a) (1) 
Liabilities for unpaid D/D D/D IRC § 2053(a) (3) 
expenses properly 
charged to prior 
taxable periods for 
decedent on accrual 
basis 
Alimony obligations 1 See note a 
Personal obligations of 1 IRC § 2053(a) (3) 


the decedent deduct- 
tible for income tax 
purposes if he were 
alive 





a. The commuted value of an unpaid alimony obligation may be deductible as a 
claim for estate tax purposes if it has been created by a binding court order, or if it 
arose from more than a mere separation agreement. Regulations § 20.2053-4(b) ; Comm’r 
v. Estate of Watson, 216 F.2d 941, 46 Am. Fep. Tax R. 1115 (2d Cir. 1954); Int. REv. 
Cope oF 1954, § 2053(a) (3). See Cornick, How Divorce and Separation Affect Estate 
Taxes, LASSER’S ESTATE TAX TECHNIQUES, 67. 

For income tax purposes, a divorced or separated wife is a beneficiary of the estate. 
Int. Rev. Cope oF 1954, § 682(b); see also Int. Rev. Cope oF 1954, § 7701(a) (17). 
Under the 1939 Code, which seems the same as the present law for this purpose, the 
additional fact that the estate was entitled to a deduction for the estate tax did not 
prevent a distribution deduction for the fiduciaries’ income tax return. Laughlin’s Estate 
v. Comm’r, 167 F.2d 828, 36 Am. Fep. Tax R. 985 (9th Cir. 1948). The Treasury pub- 
lished its lengthy agreement with the result in the Laughlin case. GCM 25999, 1949 CB-1, 
116, 49 PH Fed. { 76263. 

Since the alimony was a distributable item to the wife, it will be includible in her 
gross income as a beneficiary under Int. Rev. Cope oF 1954, § 662(a). Estate of Daniel 
G. Reid, 15 T.C. 573 (1950), aff'd on other issues sub nom. Izrastzoff v. Comm’r, 193 
F.2d 625, 41 Am. Fep. Tax R. 630 (2d Cir. 1952) ; Daisy M. Twinam, 22 T.C. 83 (1954). 

In effect, taken together these two rules seem to produce a deduction for both estate 
and fiduciary but the result is diluted by the correlative taxability to the spouse as a 
distributee under Int. Rev. Cope oF 1954, § 662(a). 


Key To SYMBOLS: 

1 Includible or deductible for purposes of one return only; no alternatives or 
duplications are permissible. 

D/D __ Duplicating deduction available for two returns. 

Alt Alternative deduction which may be used for either one of two different pur- 
poses; the governing statute is usually IRC § 642(g) unless covered under 
another specified statutory limitation. 

C/B_ Carried to a beneficiary. This item may be used as a carryover deduction or 
inclusion if not previously used. Generally the beneficiary must carry the 
burden to qualify under IRC § 642(h). It may also be available if he receives 
income in respect of a decedent which must carry the correlative expenses 
which invoke IRC § 691(b). 


+ Table 4 is reprinted from 31 Rocky Mountain Law Review 174-77 (1959) with 
permission. 
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SINGLE, OPTIONAL AND DupLicatinc INCOME, DEDUCTIONS AND CREDITS 
For DECEDENTS, ESTATES AND BENEFICIARIES 











Last Estate Income Income 
income tax tax tax 
tax return return return 
Nature of the return — of of References 
receipt or of Form fiduciary: bene- and 
expenditure decedent 706 Form 1041 ficiary comments 
Personal exemption 1 1 1 No carryovers 
credit 
Decedent’s unpaid in- 1 IRC § 2053; see 
come tax obligations Rev Rul 57-78 
for joint liabilities 
Gift tax liability 1 no IRC § 2053; credit 
against estate 
tax due: 
IRC § 2012(a) 
Capital loss 1 1 1 C/B IRC § 1212; 
IRC § 642(h) (1); 
See note b 
Charitable obligation 1 Regs § 20.2053-5 
binding during as limited in 
lifetime scope 
Charitable legacy not 1 IRC § 2055 
out of income 
Charitable bequests out D/D D/D See note c 
of fiduciary’s income 
Property preservation D/D D/D See note d 
costs 
Casualty losses Alt Alt C/B* IRC § 2054; 
IRC § 165(c) (3); 
*indirectly by net 
operating loss de- 
duction 
Net operating losses 1 C/B IRC § 162 ff, etc. 
during administra- IRC § 642(h) (1) 
tion of the estate Rev. Ruling 61-20 
Income in respect of D/D D/D C/B Included whenever 
decedent received: IRC 
§ 691(a) 
United States “E” Alt taxable Alt C/B IRC § 454(a) 
bond interest IRC § 691(a) 
income IRC § 2031(a) 





b. Unused capital losses cannot be carried from the decedent to the estate or to 
the beneficiaries. Revenue Ruling 54-207, 1954-1 CB 147, 1954 PH Fed. { 76777; Jones 
v. Whittington, 194 F.2d 812, 41 Am. Fep. Tax R. 864 (10th Cir. 1952). The decedent’s 
property includible in the estate takes on a new basis. Int. Rev. Cope oF 1954, § 1014. 
Capital losses sustained may be deducted by the estate or carried to the beneficiaries. 
Regulations § 1.642(h)-1(b). 

c. A charitable bequest out of income only is deductible for estate tax purposes to 
the amount of the present value of the income dedicated to the charity. The disburse- 
ment is deductible to the fiduciary against income. See Drye, Testamentary Gifts of 
Income to Charity, 13 Tax L. Rev. 49 (1957). The charitable deduction cannot be 
carried over to the ultimate beneficiary. Int. Rev. Cope oF 1954, § 642(h) (2); § 642(c). 

d. Whether losses in a hobby farm or business are deductible by the estate depends 
upon whether the property is being liquidated or preserved, or whether it is being used 
to serve a personal purpose of the beneficiaries. See Estate of Mortimer B. Fuller, 9 T.C. 
1069 (1947) ; Baker, Income Tax Planning for Executors, 9 Tax L. Rev. 281, 293 (1954). 
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SINGLE, OPTIONAL AND DUPLICATING INCOME, DEDUCTIONS AND CREDITS 
For DECEDENTS, ESTATES AND BENEFICIARIES 








Last Estate Income Income 
income tax tax tax References 
tax return return return and 
Nature of the return — of of comments 
receipt or of Form fiduciary: bene- See key at bottom 
expenditure decedent 706 Form 1041  ficiary of this page 
Deductions in respect D/D D/D C/B IRC § 2053(a) (4) 
of a decedent IRC § 691(b) 
Interest on unpaid tax D/D D/D C/B IRC § 2053 
obligations IRC § 641(b) 
IRC § 163 
Federal estate tax on 1 C/B IRC § 691(c) 
income in respect of on ratio basis 
decedent 
Income taxes on in- no no no no IRC § 2053(c) (1) 
come received after (B) 
death IRC § 691(c) 
Selling expense for Alt(?) Alt(?) C/B(?) See note e 
estate property D/D(?) D/D(?) C/B(?) 
Fiduciaries’ fees and Alt Alt C/B Usually taxable in- 
commission come to fiduciary 
Rev Rul 56-472 
Administration Alt Alt C/B IRC § 2053; 
expenses and tax Regs § 1.212-1(i) 
determination costs 
Taxes on property D/D D/D IRC § 2053(c) (1) 
passing to fiduciary (B) 
for administration IRC § 164; see 
and control properly Magruder v. Sup- 
deductible before plee, 316 US. 
death under dece- 394 (1942; and 
dent’s method of Walsh-McGuire 
accounting Co. v. Comm’r, 
97 F.2d 983 
(1938) 
Property taxes a lien D/D D/D C/B 


IRC § 2053(c) (1) 
(B) 

IRC § 691(b) (1) 
(A) 





e. Selling expense resulting from liquidation for estate administration reasons has 
been held to be alternatively deductible against selling price to determine capital gain or 
as an estate tax deduction. Revenue Ruling 56-43. But under pure income tax theory, 
maybe it ought to be treated as an offset against selling price; under this plausible ap- 
proach, it is not a deduction requiring alternative treatment. Pincus, Expenses of Sale 
by Estates, 95 Trusts & Estates 1004 (1956). 


Key To SYMBOLS: 


1 Includible or deductible for purposes of one return only: no alternatives or 
duplications are permissible. 


D/D 
Alt 


Duplicating deduction available for two returns. 
Alternative deduction which may be used for either one of two different pur- 


poses; the governing statute is usually IRC § 642(g) unless covered under 
another specified statutory limitation. 


C/B 


Carried to a beneficiary. This item may be used as a carryover deduction or 


inclusion if not previously used. Generally the beneficiary must carry the 
burden to qualify under IRC § 642(h). It may also be available if he receives 
income in respect of a decedent which must carry the correlative expenses 
which invoke IRC § 691(b). 
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TABLE 4 (Continued) 
SINGLE, OPTIONAL AND DupLicaTiInG INCOME, DEDUCTIONS AND CREDITS 
For DECEDENTS, ESTATES AND BENEFICIARIES 








Last Estate Income Income 
income tax tax tax 
tax return return return 
Nature of the return — ts) of References 
receipt or of Form fiduciary: bene- and 
expenditure decedent 706 Form 1041  ficiary comments 
Taxes on property D/D D/D C/B See note f 
passing directly to IRC § 691(b) (1) 
heirs; deductible be- (B) 
fore death under 
decedent’s method 
of accounting 
Dividends credit 1 C/B IRC § 642(h) (2) 
Decedent’s state death credit only IRC § 2011 
tax 
Depreciation and 1 C/B IRC § 691(b) (2) 
depletion 
Amortization of grain 1 Not available to 
storage facilities successors 
Rev Ruling 58-191 
Distributions to bene- 1 C/B IRC § 661; § 662 
ficiaries from corpus income They retain same 
or income of estate as nature 
distributees 





f. Taxes accrued before death on property which passes directly to the heirs are 
not a charge against the decedent’s estate under Ohio law; they follow the property and 
the heir or devisee assumes the burden. Onto Rev. Cope § 2113.53(F) (1953). If the 
fiduciary pays the taxes out of the estate on behalf of the beneficiaries, not being re- 
quired to do so, he is entitled to a deduction for distributed net income. The heir is 
charged with distributable net income under Int. Rev. Cope or 1954, § 662(a); and at 
the same time gets a deduction for taxes paid. But if the will forces the fiduciary to pay 
the taxes, the tax is deductible by the estate under Int. Rev. Cope or 1954, § 691(b). 
Revenue Ruling 58-69, 1958-1 CB 254, 58 PH Fed. {| 54783. The taxes are deductible for 
estate tax purposes. Int. Rev. Cope or 1954, § 2053(a) (3). 


By contrast, an estate is a federal taxable entity®*® which has its 
own income and expenses; all deductions generally allowable for 
income tax purposes are available to it.** Thus administration 
expenses,®* losses and casualties*® are also available as deductions 





93 The term “estate” as used in the federal taxing statute has been judically con- 
strued to have been used in its ordinary sense. Laughlin Estate v. Comm’r, 167 F.2d 
828, 36 Am. Fed. Tax R. 985, 48-1 U.S.T.C. {| 9263 (9th Cir. 1948). But it will be treated 
as though it had been terminated earlier under federal standards if it is unreasonably 
prolonged even though the state courts have not done so. Treas. Reg. § 1.641(b)-3 
(1959); 6 Mertens, Law of Federal Income Taxation, § 36.47 (1957). 

94 Int. Rev. Code of 1954, § 641(b); Treas. Reg. §§ 1.641(a)-2, 1.641(b)-1 (1956). 

95 Treas. Reg. § 1.212-1(i) (1957) provides that “[r]easonable amounts paid or 
incurred by the fiduciary of an estate or trust on account of administration expenses, 
including fiduciaries’ fees and expenses of litigation, which are ordinary and necessary 
in connection with the performance of the duties of administration are deductible under 
section 212, notwithstanding that the estate or trust is not engaged in trade or business, 
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for income tax purposes.*” Since these are not operating deductions, 
they are available only for the alternative election®® although here 
again, like the medical deduction,*® they may be alternatively claimed 
in either estate or income tax returns with full freedom to deflect and 
sub-divide between the returns.’ But the costs of running the dece- 
dent’s house for his relatives are not administration expenses.’ Ex- 
ecutor’s fees and commissions can operate approximately like an 
optional deduction but for different reasons. Fixed and determinable 
commissions are prescribed by Ohio statute’? and extraordinary fees 
may be granted by the supervising probate court.’ Once allowed, 





except to the extent that such expenses are allocable to the production or collection 
of tax-exempt income. But see section 642(g) and the regulations thereunder for disal- 
lowance of such deductions to an estate where such items are allowed as a deduction 
under section 2053 or 2054 in computing the net estate subject to the estate tax.” 

96 Treas. Reg. § 1.165-7(c) (1960): “Loss sustained by an estate. A casualty loss 
of property not connected with a trade or business and not incurred in any transaction 
entered into for profit which is sustained during the settlement of an estate shall be 
allowed as a deduction under sections 165(a) and 641(b) in computing the taxable 
income of the estate if the loss has not been allowed under section 2054 in computing 
the taxable estate of the decedent and if the statement has been filed in accordance 
with § 1.642(g)-1. See § 165(c)(3).” Rev. Rul. 55-190, 1955-1 Cum. Bull. 275. 

87 As to Ohio inheritance taxes, the Cuyahoga Probate Court has held that de- 
ductions used for federal income tax purposes cannot be claimed for the inheritance 
tax calculation. Jn re Estate of Kilroy, Cuyahoga Probate, # 551245 (1960), 5 Danaher, 
Developments in Ohio Probate and Inheritance Tax Law 31 (1961). In accord is In re 
Estate of Fleisher, Clark Probate, # 38189 (1959), 4 Danaher supra, at 46 (1960). The 
contrary position was adopted by In re Estate of Havens, Lake Probate [Docket 32, 
page 6] (1959), 4 Danaher supra, at 46 (1960). 

98 Int. Rev. Code of 1954, § 642(g). 

99 Int. Rev. Code of 1954, § 213(d)2; see supra notes 80-82. 

100 Treas. Reg. § 1.642(g)-2 (1956). Some expenses are not deductible for income 
tax purposes because they are attributable to tax free income, George N. Meissner, 8 
T.C. 780 (1947). In this situation, the nondeductible portion may be claimed as an 
estate tax deduction under Internal Revenue Code of 1954, § 2053. Rev. Rul. 59-32, 
1959-1 Cum. Bull. 245; Treas. Reg. § 1.642(g)-2 (1956); see also I.T. 4048, 1951-1 
Cum. Bull. 39; Rev. Rul. 240, 1953-2 Cum. Bull 81. 

101 Rev. Rul. 56-604, 1956-2 Cum. Bull. 601; Sterling & Miller, “Taxable Incidence 
of Rent Free Occupancy,” 34 Taxes 759 (1956). 

102 Ohio Rev. Code § 2113.35 (1953) provides that the following fees “shall be 
allowed” for ordinary services. See also note 106 infra. 








Personal Cumulative Rate 
estate compensation applicable 
$1,000 $60 6% 
$5,000 $260 4% 
Fees are allowable on all above 
$5,000 at the rate of 2% 





103 Ohio Rev. Code § 2113.36 (1953). 
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they are taxable income to the executor’ under the doctrine of con- 
structive receipt’ even though they are paid at a later time.’ 
Furthermore, if the executor has not rejected the right to receive the 
commissions'” or has claimed them as inheritance tax deductions,’® 
the income is taxable to the individual.’ Of course the disbursement 
could alternatively be an estate tax deduction.” But if there is a 
bequest in lieu of commissions it might not be taxable to the fiduciary 
as income™? in which case it is not deductible to the estate.’* Over- 
looking the question of whether the same persons are concerned, the 
locus of the executor’s commissions deduction behaves just like an 
alternative. All of the considerations which impel the choice between 
the two alternatives arise in determining whether the executor’s fee 
should be claimed and allowed. 

The composite application of many of those rules appears in 
table 4 supra, which summarize a series of applications of these doc- 
trines of discretionary and double deductions. 


Another practical fact remains: if the hypothesized ante-mortem 
settlement had been accomplished, net property values passing to 
successors at the date of death would have been reduced correspond- 
ingly by the amount of inter vivos income taxes paid. This assumption 
unrealistically ignores the income tax rate problem which would cer- 
tainly have arisen as the result of bunching of income.’’* The time 
when income is finally reduced to possession affects the income tax 
rate applied; and this effect is even more noticeable as more taxable 





104 Int. Rev. Code of 1954, § 61(a)(1). 

105 Treas. Reg. § 1.451-2 (1957). 

106 Comm’r v. Ross, 169 F.2d 483, 37 Am. Fed. Tax R. 193, 48-2 U.S.T.C. J 9341 
(ist Cir. 1948); Nangle v. United States, 145 F. Supp. 900, 50 Am. Fed. Tax R. 854, 
56-2 US.T.C. J 10,024 (Ct. Cl. 1956). 

107 Rev. Rul. 56-472, 1956-2 Cum. Bull. 21; an executors waiver of his right to 
commissions exercised before he is entitled to them is not a taxable gift. 

108 Compare Rev. Rul. 56-472, supra note 107 as to this point. 

109 If the bequest was bestowed on the condition that the executor perform the 
services it is taxable income. Ream v. Bowers, 22 F.2d 465, 6 Am. Fed. Tax R. 7053, 
1 US.T.C. J 257 (2d Cir. 1927); Rose v. Grant, 39 F.2d 338, 8 Am. Fed. Tax R. 
10496 (Sth Cir. 1930). 

110 Treas. Reg. § 20.2053-3(b) (1958); Comm’r v. Bornson, 32 F.2d 112, 7 Am. 
Fed. Tax R. 8686, 1 U.S.T.C. § 379 (8th Cir. 1929). 

111 Where the sole condition was qualification as executor, the payment was held 
to be a gift and was thereby not taxable. United States v. Merriam, 263 U.S. 179, 4 
Am. Fed. Tax R. 3673, 1 U.S.T.C. J 84 (1923); Bank of New York v. Helvering, 132 
F.2d 773, 30 Am. Fed. Tax R. 684 (2d Cir. 1943); Rev. Rul. 57-398, 1957 Cum. Bull. 93. 

112 Treas. Reg. § 20.2053-3(b)(2) (1958). 

113 Consider the court’s dictum in Comm’r v. Linde, 213 F.2d 1, 45 Am. Fed. Tax 
R. 1522, 54-1 U.S.T.C. § 9384 (9th Cir.), cert. denied, 348 U.S. 871 (1954), noted in 
33 Taxes 675 (1955). 
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persons are introduced by reason of devolution to proliferates follow- 
ing the fact of death. To correctly fix the ultimate locus of the income 
right so as to reduce the value of the succession by the amount of the 
attendant income tax liability traced under section 691(a) of the In- 
ternal Revenue Code of 1954 would keep open for long periods of time 
the determination of estate tax liability. This is an unacceptable result 
since taxation is a practical matter.’’* For this good reason, estate tax 
consequences cannot be directly adjusted as of the moment of death 
to reflect the correct amount of income tax liability on the future 
taxable income buried in income-pregnant assets.’® 

To provide partial relief, an income tax deduction is granted for 
the year in which the income was received for the proportion of the 
estate tax cost—perhaps two or more costs'*°—generated by the un- 
taxed income included in the gross estate.‘‘’ This method permits 
closing the estate tax return by utilizing the inherent recurring flexi- 
bility of the annual income tax return, and the flexibility of the 
taxable person who receives the income right. The comparative in- 
come tax cost of this treatment could never be the same as the income 
tax debt which would follow from our assumed comprehensive settle- 
ment before death. Only an approach to rough justice is possible by 
effective reduction of the amount of taxable income to some successor 
of the decedent’** through allowance of an often inadequate proportion- 
ate offset based on the estate tax paid.'’® 





114 We have here applied as to a legislative policy decision the dictum of Justices 
Peckham, McReynolds, Sutherland and Black, “Death & Taxes I,” supra note 1. 

115 Income in respect of a decedent is taxed at full value in the estate unreduced 
by the income tax imposed in effect by the Internal Revenue Code of 1954, § 691(a). 
Consider Hess v. Comm’r, 271 F.2d 104, 4 Am. Fed. Tax R.2d 5638, 59-2 U.S.T.C. 
9714 (3d Cir. 1959). 

116 Two or more estate taxes can be used as income tax deductions on the same 
item. Treas. Reg. § 1.691(c)-1(b), § 1.691(c)-1(d), example (2) (1957); Edna S. 
Ullman, 34 T.C. No. 114 (1960). 

117 Int. Rev. Code of 1954, § 691(c). Garrity, “Income in Respect of a Decedent,” 
9 Kan. L. Rev. 40 (1960) jis mostly concerned with the income tax deduction for estate 
taxes paid on pregnant property. 

118 The deduction operates in effect as a direct offset to the taxable income. “In- 
come in respect of a decedent shall be included in the gross income for the taxable 
year when received. . . .” Treas. Reg. § 1.691(a)-2(a) (1957). A deduction in 
respect of a decedent is allowable when paid by the estate or where there is no 
estate liability, when the successor acquires property subject to the lien of the 
deductible expense. Treas. Reg. § 1.691(b)-1(a) (1957). The income tax deduction 
follows the gross income inclusion above for its deductibility. Treas. Reg. § 1.691(c)- 
1(a) (1957). Apparently it is allowable in addition to the optional standard deduction. 
Compare the unavailability of the option under Internal Revenue Code of 1954, 
§ 142(b)(4) with Treas. Reg. § 1.691(c)-2 (1957). 

119 Consider the halving effect on the income tax deduction for estate taxes paid 
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The interrelationship of the two taxes can be simply stated: if 
there be sufficient taxable income against which the income tax 
deduction can be properly offset, it will usually produce tax economy 
to waive estate tax deductibility where the choice is required.’* This 
summary of the utility of comparative deductibility between the two 
taxes will many times require a consideration of the methods by 
which the deductions are carried to various taxable persons. 


COMPARING THE RELATIVE Costs OF ALTERNATIVE DEDUCTIONS FOR 
INCOME TAX AND ESTATE TAX PURPOSES 


The comparative money cost of the alternative deductibles for 
the income tax election as contrasted with the estate tax choice can 
be reduced to two simple mathematical propositions :*** 

Where the maximum marital deduction is not available, assuming 

sufficient offsetting otherwise taxable net income, in any net estate 

up to $100,000 in value, it is always less expensive to use expenses 

for income tax purposes than as estate tax deductions. 


Where the facts indicate that income from the estate or its assets 
will be taxable to some successor, we can intelligently determine the 
comparative effective tax costs of the two methods. Any taxable 
ordinary net income at all will be taxed at not less than 20 per cent.’ 
The lower income tax brackets for estate and unmarried persons are 
only $2,000 wide. At the lowest brackets, after exemptions on a deduc- 
tion of $10,000 the average income tax saved to fiduciary or an un- 
married person is at a rate of 26.4 per cent. In comparing the applicable 
levy saved the tax structure particularly exempts any net which does 
not exceed $60,000.’** Estate tax rates do not pass 20 per cent until 
the taxable estate left after the exemption exceeds $40,000.'** 

These elements prove the $100,000 break-through proposition. 
In many instances property of more than $100,000 in value will often 
throw off enough income to force comparisons at rates in excess of 





if the pregnant property passes under the marital deduction. Estate of Thomas A. 
Desmond, 13 CCH Tax Ct. Mem. 889, 23 P-H Tax Ct. Mem. 833 (dictum); Rev. Rul. 
55-225, 1955-1 Cum. Bull. 460; Drye, “The Taxation of a Decedent’s Income,” 8 Tax 
L. Rev. 201, 214 (1953); see also infra note 120. 

120 See text infra from notes 121-44. 

121 This section is a condensation of an earlier article, Boehm, “Comparing the 
Relative Tax Costs of Alternative Treatment of Estate and Income Deductions and 
Valuation Adjustments,” 31 Rocky Mt. L. Rev. 172 (1959), 9 Monthly Digest of Tax 
Articles 55 (1959). 

122 The dividends received credit which in effect reduces the applicable income tax 
bracket by 4% is ignored. Int. Rev. Code of 1954, § 34. 

123 Int. Rev. Code of 1954, § 2052. 

124 Int. Rev. Code of 1954, § 2001. 
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the minimum which was assumed. The breaking point comparison 
would be raised accordingly. 

Many cases will involve the additional element of the maximum 
permissible marital deduction either by a formula or by excessive 
qualification. In the full marital deduction case, the second thumb rule 
can be stated with precision: 

Where the maximum marital deduction is available in an estate, 

assuming sufficient offsetting otherwise taxable net income, in any 

full marital deduction estate up to $2,000,000, it is always less ex- 

pensive taxwise to use expenses for income tax purposes in prefer- 

ence to estate tax deductibility. In most estates, the breaking point 
may easily pass $4,000,000. 


Where the maximum permissible marital deduction is available, 
as in a formula case, the elimination of an expense alternatively deduc- 
tible increases the adjusted gross estate’*® by the full amount trans- 
ferred to the income return. As a correlative the potential marital 
deduction is increased by one-half of the amount by which the ad- 
justed gross estate has been increased through the elimination of the 
deduction used for income offset.’** The effect of the full marital 
deduction’** is to split into two halves the amount added to the 





125 Adjusted gross estate is the statutory term which fixes the base from which the 
maximum marital deduction is computed. Int. Rev. Code of 1954, § 2056(c)(2)(A). 
The marital deduction shall not exceed 50% of the value of the adjusted gross estate. 
Int. Rev. Code of 1954, § 2056(c)(1). The entire value of the gross taxable estate 
is reduced by the “deductions allowed by sections 2053 and 2054.” Int. Rev. Code of 
1954, § 2056(c) (2) (A). 

126 Rev. Rul. 55-643, 1955-2 Cum. Bull. 386. 

127 This discussion assumes a qualified marital succession which equals or exceeds 
the maximum allowable marital deduction, as in the case of a marital succession which 
over qualifies. Alternatively, a formula type marital deduction clause which may be 
increased by operation of the election in order to produce the largest possible marital 
deduction is assumed. Int. Rev. Code of 1954, § 2056(c) (1). For an example of a 
formula type at work in the presence of alternative deductions, see Rev. Rul. 55-643, 
1955-2 Cum. Bull 386. The deduction cannot exceed the value of all interests in 
property which passed from the decedent to the surviving spouse to the extent that 
the interest is included in the gross estate. Int. Rev. Code of 1954, § 2056(a). The 
use of the income tax alternative for deduction of expenses which otherwise attach to 
the estate does not increase the dollar value of the qualified items which pass to the 
surviving spouse. Rev. Rul. 55-225, 1955-1 Cum. Bull. 460. See also infra note 136. 

Stated in composite form, the transfer of alternative deducticns out of the estate 
tax computations increases the potential maximum marital deduction by increasing the 
adjusted gross estate. Rev. Rul. 55-643, 1955-2 Cum. Bull. 386. But the deduction 
can’t exceed the value of the specific items which pass to the spouse. The alternative 
deduction does not change this fundamental factor. The double limitation still applies 
the use of an optional deduction for other than estate tax purposes but does not increase 
the marital deduction except where the permissible maximum is determined by reference 
to the adjusted gross estate limitation. Conversely, if the applicable limitation is based 
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estate tax base through the transfer of the deduction for income tax 
use. One half increases the net taxable estate; the other is neutral since 
it is offset by the increased maximum marital deduction. Against 
the diminished amount after it has been halved by the marital deduc- 
tion, the full ordinary estate tax rate would be applied. 

Look at a variation of the equation: algebraically, if the dollar 
amount of the deduction shifted from one tax base to the other is 
left as a constant, the equivalent mathematical result can be produced 
only by halving the applicable estate tax rate. In the presence of the 
marital deduction it will be seen that the nominal rates in operation 
are twice the actual effective rate. Stated inversely, where a full marital 
deduction is available in an estate tax return, the estate tax cost of 
waiving a deduction or of increasing a valuation is one-half of the 
nominal effective rate. 

To determine the significance of this proposition by comparison, 
from inspection it can be seen that the nominal top estate tax rate 
for a net estate of $2,000,000 is 45 per cent. In most marital deduction 
cases of this size, a reduction factor of 5.6 per cent arises from the 
allowable credit for state death taxes paid.’** Combining these two 
elements into one stated factor, the resulting nominal net estate tax 
rate is 39.4 per cent. Algebraically, to determine the actual effective 
rate, it is necessary to divide by two the rate applicable to the trans- 
ferred deduction because of the assumed presence of the maximum 
marital deduction factor. This done, the effective estate tax cost on 
an estate of $2,000,000 is 19.7 per cent which is applicable to the face 
value of the items transferred for alternative use in the income tax 
return. 

This effective estate tax rate having been deduced to be 19.7 per 
cent, the minimum income tax rate never can be less than 20 per cent 
in the presence of taxable ordinary net income assumed to be sufficient 
to support the amount of the deduction transferred under the optional 
treatment. Quod erat demonstrandum. The following rule of thumb 
can therefore be confidently applied: 

In any full marital deduction estate which does not exceed $2,000,- 


000, it is a mathematical certainty that instead of being used for 
estate tax purposes a deduction can be taken more economically 





upon the amount of the inheritance, the algebraic halving of rates is not effective and 
the thumb rule applicable is the simple statement which assumes no marital deduction 
at all. See infra note 136. 

128 To determine the rate of the credit for state death taxes paid, the marital 
deduction effectively halves the estate brackets applicable. The assumed two million 
dollar estate is thereby cut to one million. The rate of the maximum allowable credit 
for an estate between $840,000 and $1,040,000 is 5.6%. Int. Rev. Code of 1954, 
§ 2011(b). 
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in a related income tax return if there is sufficient otherwise taxable 
ordinary net income to use up the amounts transferred under the 
alternative. 


Even this thumb rule probably does not say enough. It is a 
reasonable guess that in most cases involving estates of at least $2,000,- 
000 in taxable value, it is reasonable to expect to find significant 
amounts of taxable income which might probably effectively invoke 
income tax brackets of several times the minimum income tax of 20 per 
cent which has been used as a point of departure in this analysis. 
Extrapolated further, a deduction lost by an estate of $4,000,000 will 
generate an effective estate tax of only a little over 25 per cent. 
Remembering the probabilities of taxable income which seem likely 
to follow from large aggregations of wealth, it will be an uncommon 
situation indeed where it is not wise to adopt the income alternative. 


This reasoning will fit a choice whether to waive fiduciary fees’ 
and a proposal to increase fair market values in the gross estate’* 
when the boost will raise the basis for depreciation under sections 1014 
and 167(f) of the Internal Revenue Code of 1954. A stated amount 
of estate valuation increase will produce additional net taxable estate 
by only 50 per cent because the maximum marital deduction will 
consume the other half. The depreciation base for the ordinary income 
tax deduction for depreciation by the fiduciary or the beneficiaries 
will go up by the full amount of the increased valuation.’** Likewise 





129 Where an executor’s commmission is paid as compensation, it is taxable income 
to him. If the fiduciary is also the beneficiary, terminology may mean the difference 
between paying an income tax on the fee and saving an estate tax on a legacy in an 
identical amount. In this case, the same monetary alternative is cast in a different legal 
form. 

If accomplished by will a legacy to an executor may avoid income tax if it does 
not require him to do more than qualify as a condition to receiving the legacy. United 
States v. Merriam, supra note 111; Rev. Rul. 57-398, 1957-2 Cum. Bull. 93. A similar 
result may be accomplished by a timely and unequivocal waiver by the fiduciary. Rev. 
Rul. 56-472, 1956-2 Cum. Bull. 21. While avoiding income tax, this alternative increases 
the taxable estate and boosts the estate tax on the succession as increased by the fee 
waived by the fiduciary. 

130 This issue could come up in a dispute with the Internal Revenue Service over 
the appropriate fair market value of a decedent’s includible real estate. Or it could 
come up in deciding whether to elect to use the optional valuation date under the 
Internal Revenue Code of 1954, § 2032; the valuation option is available as a matter 
of right in any estate in excess of $60,000 whether values have decreased or increased. 
Rev. Rul. 55-333, 1955-1 Cum. Bull. 449; Rev. Rul. 56-60, 1956-1 Cum. Bull. 443. 

131 One conceivable limited objection has been laid to rest; the Treasury has ruled 
that the election to transfer administration expenses to the income tax return does not 
reduce the limited amounts which may receive special non-dividend treatment as dis- 
tributions in redemption of stock in a closely held corporation. The funds bailed out 
can be used to the full amount used for succession taxes and funeral expenses. Ad- 
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it illustrates why income pregnant property ought not to be passed to 
the widow as an element in the marital deduction if another alternative 
can be included.*** 

The chargeable burden of the estate and inheritance taxes*** may 
reduce the amount passing to the widow’ to less than the maximum 
permissible deduction.** This is obviously not a true case of an 
allowable maximum.’** The calculation will fall under thumb rule 
no. 1. Granted a will where the property which actually passes to the 
surviving spouse will reach or exceed the 50 per cent maximum allow- 
able, when deductions are transferred for alternative income tax treat- 
ment, the amount of the marital deduction will permissibly increase ac- 
cordingly."** This will also mean by its terms that the spouse will 
receive a preference through the reduced charge against her share if 





ministration expenses may be deducted under the alternative income tax treatment 
without affecting the right to claim the special tax treatment. The permissive redemp- 
tion statute allows a partial distribution to the extent of all stated expenditures allow- 
able as a deduction under the Internal Revenue Code of 1954, §§ 303(a), 2053; Rev. 
Rul. 56-449, 1956-2 Cum. Bull, 180. 

132 The presence of the maximum marital deduction reduces the effective estate 
tax to 50% levied on the taxable succession. When the income pregnant property passes 
to the widow, the effective tax reduction is reduced so that the income tax deduction 
for the estate tax paid is diminished. See citations at supra note 119; Treas. Reg. 
$ 1.691(c)-1(d)(2) (1957). 

133 The widow’s share will be reduced by the burden of Ohio inheritance and 
federal estate taxes unless the will has provided otherwise. Campbell v. Lloyd, 162 
Ohio St. 203, 122 N.E.2d 695 (1954), cert. denied, 349 U.S. 911 (1955); Estate of Rose 
G. Jaeger, 27 T.C. 863 (1957), aff'd’ per curiam, 252 F.2d 790 (6th Cir. 1958). 

134 Int. Rev. Code of 1954, § 2056(b)(4); Treas. Reg. § 20.2056(b)-4(c) (1958). 

135 Int. Rev. Code of 1954, § 2056(c) (1). 

136 Two recent cases which involve the effect of the alternative deduction of expenses 
on the computation of the marital deduction [Estate of Roney, 33 T.C. 801 (1960)] 
and the charitable deduction [Estate of Luehrman v. Comm’r, 7 Am. Fed. Tax R.2d 
145545 (8th Cir. 1961), afirming 33 T.C. 277 (1960), noted in 7 U.C.L.A.L. Rev. 
553 (1960)] affect the computation of the amount passing to the surviving spouse. 
The amount of the maximum marital deduction is fixed at 50% of the adjusted gross 
estate by the Internal Revenue Code of 1954, § 2056(c)(1); but there is no maximum 
for the charitable deduction. But the other limitation shared in common by both 
marital and charitable deduction definitions is fixed at the “value of any interest in 
property which passes or has passed to his surviving spouse” or to charity out of the 
gross estate. Int. Rev. Code of 1954, §§ 2055(a) and 2056(a). Both Roney and Luehrman 
dealt with the amount passing: thus the expenses paid out of the estate but charged to the 
income tax return do not necessarily increase the amount of property passing to the 
spouse or to the charity out of the residue. For that reason, these cases held that the 
two respective deductions are not increased. See Int. Rev. Code of 1954, § 2056(b) (4). 
See also supra note 127. 

187 Rey. Rul. 55-225, 1955-1 Cum. Bull 460; Rev. Rul. 55-643, 1955-1 Cum. Bull. 
386. 
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the income tax alternative is elected.’** To elect this method may set 
up choices by the executor in favor of the widow as against other heirs 
or remaindermen.'*® The presence of a preference may indicate the 
wisdom of a will provision which authorizes full discretion in electing 
between the alternatives and requires no contribution to adjust for 
the preference.’*° 

There is little administrative burden in claiming the benefit of the 
alternative deductions. To justify allowance of the deductions for 
income tax purposes, the executor must file in duplicate a statement 
to the effect that the items have not been allowed as estate tax 
deductions. The statement must include a waiver of the right to claim 
the deductions for estate tax purposes.’*’ It may be filed at any time 





138 The preferences to the widow will result from the decrease in the expenses 
otherwise chargeable against her share and by the resulting increase in the income 
earned. Int. Rev. Code of 1954, §§ 2056(b) (5), 2056(b) (6). See a detailed explanation 
and a table illustrating the application of this problem by Polasky, “Estate Tax Marital 
Deduction In Estate Planning,” 3 Tax Counsellors Quarterly 1 (1959). 

139 Using either tax alternative may shift property values from one beneficiary to 
another. To transfer administration expenses to an income tax return increases the 
estate tax which is levied on the corpus while it saves income taxes to the income bene- 
ficiaries. In a good reported example, a will used a marital deduction formula type 
clause. In re Levy’s Estate, 167 N.Y.S.2d 16 (Surr. Ct. 1957). The fiduciary used the 
income tax alternative which saved federal income taxes but increased estate taxes 
assessed against the corpus. The court required the income beneficiary to reimburse the 
corpus for the estate tax cost created by the election used. Even so, the income bene- 
ficiary was still ahead by the profit which resulted from the rate spread between the 
two taxes. In effect, the tax tail wags the property dog; a choice for tax purposes 
counters a property right which would ordinarily act in opposition. Which to choose? 
The fiduciary ordinarily cannot prefer one beneficiary over another, and he is under 
a duty to save taxes. These pulls and hauls have caused fiduciaries some anxious 
moments. See /n re Estate of Bixby, 140 Cal. App. 2d 326, 295 P.2d 68 (1956), noted in 
4 U.C.L.ALL. Rev. 111 (1956); In re Warms Estate, 140 N.Y.S.2d 169 (Surr. Ct. 1955); 
and as to a capital gain tax transferred between corpus and income, compare Rice 
Estate, 8 Pa. D. & C.2d 379 (Orphans’ Ct. 1956). The best treatment of this emerging 
problem appears in Gradwohl, “Current Issues In Probate Estate Income Tax Alloca- 
tion,” 37 Neb. L. Rev. 329 (1958). See also In re Estate of Inman, 22 Misc. 2d 573, 
196 N.Y.S.2d 369 (Surr. Ct. 1959); and Im re Estate of McFarnahan, N.Y.L.J. 13 
(N.Y. Surr. Ct. April 25, 1960). See also the excellent collection of authorities by 
Polasky, op. cit. supra note 138, at 11-17. 

140 For a full suggested will provision to cover this point, see Polster, “Provisions 
of Wills Affecting Estate Administration and Their Tax Consequences,” 20 Ohio St. 
L.J. 36, 41 (1959). Another short clause was suggested by Fleming, “Will Clauses to 
Avoid Six Estate Administration Problems,” 99 Trusts & Estates 624 (1960). 

141 Treas. Reg. § 1.642(g)-1 (1956) “Disallowance of Double Deductions; in General. 
Amounts allowable under § 2053(a)(2) (relating to administration expenses) or under 
§ 2054 (relating to losses during administration) as deductions in computing the taxable 
estate of a decedent are not allowed as deductions in computing the taxable income 
of the estate unless there is filed a statement, in duplicate, to the effect that the items 
have not been allowed as deductions from the gross estate of the decedent under § 2053 
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while the limitation period is open.’*? Even though a deduction has 
been once claimed for estate tax purposes, at the price of paying the 
resulting estate tax deficiency, it can still be claimed for income tax 
purposes so long as the estate tax deduction has not been finally 
allowed and the statement is filed. Once the statement for the estate 
tax deduction has been filed, because of the waiver, it cannot later be 
allowed.'** A similar procedure is required for alternative deduction 
of medical expenses.*** 


These propositions demonstrate that almost all smaller estates 
and many larger ones will probably justify the choice of the income 
tax deduction alternative in preference to reducing the size of the net 
taxable estate. 


FEDERAL INCOME TAX DEVICES TO DEFLECT TAXABLE INCOME AND 
DEDUCTIONS OF DECEDENTS AND EsTATES AMONG SUCCESSOR 
TAXABLE ENTITIES 


In its application of varying doctrines of devolution, property 
law has provided a complicated pattern for determining the entity to 
which flows the right to income and the responsibility for its resulting 
taxes. Congruently, it has assigned liability for the payment of 
obligations and has conferred as a correlative the right to claim the 
benefit of the unused deductibles. But the doctrines must work both 
ways; entity doctrines frustrate economic equity if they do not 
operatively permit corresponding tax benefit to those who bear the 
economic burdens of succession and its incidents. This possibility 
of injustice can be summarized in a general epigrammatic truism of 
tax economics: 





L} 

or § 2054 and that all rights to have such items allowed at any time as deductions 
under § 2053 or § 2054 are waived. The statement should be filed with the return for 
the year for which the items are claimed as deductions or with the district director of 
internal revenue for the internal revenue district in which the return was filed, for asso- 
ciation with the return. The statement may be filed at any time before the expiration of 
the statutory period of limitation applicable to the taxable year for which the deduction 
is sought.” 

142 Rev. Rul. 58-484, 1958-2 Cum. Bull. 363. 

143 Treas. Reg. § 1.642(g)-1 (1956). 

144 Treas. Reg. § 1.213-1(d)(2) (1957): “The rule prescribed in subparagraph (1) of 
this paragraph shall not apply where the amount so paid is allowable under § 2053 as 
a deduction in computing the taxable estate of the decedent unless there is filed in 
duplicate (i) a statement that such amount has not been allowed as a deduction under 
§ 2053 in computing the taxable estate of the decedent and (ii) a waiver of the right 
to have such amount allowed at any time as a deduction under § 2053. The statement 
and waiver shall be filed with or for association with the return, amended return, or 
claim for credit or refund for the decedent for any taxabie year for which such an 
amount is claimed as a deduction.” 
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An allowable exemption or deduction is always lost and is thereby 
worthless unless there be available sufficient taxable net income to 
support the use of the income tax deduction, or alternatively unless 
there be a taxable net estate sufficient to consume the estate tax 
deduction. 


Thus, for example, when rigidly applied according to concept**® 
without regard to financial reality in an income tax return which taxes 
at a higher rate or which shows less income than its permissible 
deductions and exemptions,’** the tax economy implicit in an allowable 
income tax deduction is lost. Some relief results where the value can be 
utilized for some other purpose such as for estate tax benefits’*” or by 
permitting it to be carried across to another taxable entity.’ 

The income and expense in respect of decedent’*® device contains 
an inherently flexible solution to many of the problems of the taxable 
entity. The concept runs across a wide selection of persons and 
entities with ease: wherever income falls, in the estate of the deced- 
ent,’ or to a non-probate successor,’™' or to a distributee of an 





145 An estate fiduciary cannot personally deduct attorneys’ fees and other ad- 
ministration costs on his personal return; they may be deducted only by the estate. 
Rev. Rul. 55-190, 1955-1 Cum. Bull. 275. From a similar conceptual compartmentaliza- 
tion, an estate tax deduction is disallowed for gift tax liability litigation costs when the 
transferees were defending their own gift tax liability as to a 1952 death, Hoover v. 
United States, 180 F. Supp. 601, 5 Am. Fed. Tax R.2d 1848, 60-1 U.S.T.C. J 11,923 
(Ct. Cl. 1960) although the effect of this decision may have been modified by the 
enactment of the Internal Revenue Code of 1954, § 212(3). Consider also Bonny- 
man v. United States, 156 F. Supp. 625, 52 Am. Fed, Tax R. 948, 57-2 U.S.T.C. J 9938 
(E.D. Tenn. 1957), aff'd, 261 F.2d 835, 3 Am. Fed. Tax R.2d 380 (6th Cir. 1958). 
6 Mertens, op. cit. supra note 93, at §§ 36.18, 36.28. 

146 Conscious attempts to deflect income thereby to avoid the extra cost resulting 
from higher brackets (consider the examples suggested at supra note 63) can be com- 
pared to a slightly more sophisticated device by which deductions are deflected to high 
bracket tax payers to accomplish the same objective. Among a myriad of examples see 
Farnsworth v. Comm’r, 270 F.2d 660, 4 Am. Fed. Tax R.2d 5624, 59-2 US.T.C. J 9705 
(3d Cir. 1959); Colston v. Burnet, 59 F.2d 687, 11 Am. Fed. Tax R. 606, 3 US.T.C. 
| 947 (D.C. Cir.), cert. denied, 287 U.S. 640 (1933); United States v. Shafto, 246 F.2d 
338, 51 Am. Fed. Tax R. 870, 57-2 U.S.T.C. { 9859 (4th Cir. 1957). 

147 Int. Rev. Code of 1954, $§ 642(g), 2053, 2054. 

148 The taxable entity approach is usually applied with rather technical overtones 
to prevent jumping deductions from one taxpayer to another. See supra note 146; see 
also as to officers salaries for corporate employers, Noland v. Comm’r, 269 F.2d 108, 
4 Am. Fed. Tax R.2d 5031, 59-2 U.S.T.C. ] 9600 (4th Cir.), cert. denied, 361 U.S. 885 
(1959) ; Leedy-Glover Realty & Ins. Co., 13 T.C. 95 (1949), aff'd, 184 F.2d 883 (Sth Cir. 
1950). 

149 Int. Rev. Code of 1954, §§ 691(a), 691(b). 

150 Int. Rev. Code of 1954, § 691(a)(1) (A). 

151 The Internal Revenue Code of 1954, § 691(a)(1)(B), taxes income in respect 
of a decedent to “the person who, by reason of the death of the decedent, acquires the 
right to receive the amount, if the right to receive the amount is not acquired by the 
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estate,!®* the income is taxable when received or deductible when the 
obligations are paid.’** Striding across the years and jumping onto 
various taxable entities and persons at the same time, the method 
seems very nearly free of the conceptual difficulties implied in the 
taxable person question tied up in ordinary income tax law: To whom 
was the income taxable?’™ 

In the administration of an estate, if income is once present and 
taxable,*° by applying the distributable net income concept,’®* income 
can be held in the estate to produce tax or be deflected to transfer it. 
Taxable income is transferred to beneficiaries by the distribution 
process.’*? This permits conscious conduct flexibly designed solely 
for tax economy. Conversely, it can produce a deflection of income 
tax liability by accident or misinformation.’** Distribution has its 





decedent’s estate from the decedent.” Treas. Reg. § 1.691(a)-2(b), example (3) (1957) 
illustrates this situation with pregnant survivorship government E bonds. 

152 Int. Rev. Code of 1954, § 691(a)(1)(c) covers the distributee from an estate 
if the income right was distributed. See Treas. Reg. § 1.691(a)-2(b), examples (1) 
and (2) (1957). 

155 The broad scope of the inclusion spelled out by the Internal Revenue Code 
of 1954, § 691(a), would seem to include all of the heirs and next of kin usually covered 
by the statutes of descent and distribution. Suppose that a pregnant property arrange- 
ment were effectively made payable to a remote third party, such as a paramour. This 
broad code provision would surely hold any distributee liable for the income tax. Could 
it be any different if the recipient were a paramour? Situations looking like this don’t 
seem to get into the reports. In a different connection, see Leon Turnipseed, 27 T.C. 
758 (1957); and consider Hugh B. Monjar, 13 T.C. 587 (1949), acg., 1950-1 Cum. 
Bull. 3. s 

154 The “to whom” question is at the heart of much federal income tax doctrine. 
McCaughn v. Girard Trust Co., 19 F.2d 218, 6 Am. Fed. Tax R. 6687 (3d Cir. 1927). 

155 See infra notes 156 and 158 developing the prime requisite that taxable income 
must be present apart from the mechanical activity of administering and distributing the 
estate. 

156 The Internal Revenue Code of 1954, § 643(a) reverses the result in Johnson v. 
Helvering, 141 F.2d 208, 32 Am. Fed. Tax R. 280, 44-1 U.S.T.C. {| 9215 (2d Cir.) cert. 
denied, 323 U.S. 715 (1944) and McCullough v. Comm’r, 153 F.2d 345, 34 Am. Fed. Tax 
R. 866, 46-1 U.S.T.C. 9140 (2d Cir. 1946). See Davidson v. United States, 149 F. 
Supp. 208, 50 Am. Fed. Tax R. 1948, 57-1 U.S.T.C. § 9462 (Ct. Cl. 1957). 

157 The Internal Revenue Code of 1954, § 661(a) grants a deduction to the estate 
for all amounts distributed to the beneficiaries during the year up to the amount of the 
distributable net income. The amounts so passed to the beneficiaries are taxed to them 
under the Internal Revenue Code of 1954, § 662(a). 

158 The distribution will carry taxable income to the beneficiaries dependent upon 
(1) the presence of taxable income (2) the distribution of value and (3) the absence of 
testamentary direction or equivalent legal devolution device included under the Internal 
Revenue Code of 1954, § 663. Casner, “Tax Results of Interim Estate Distributions,” 
98 Trusts & Estates 200 (1959). These circumstances deflect income regardless of intent 
and whether or not a capital item was the basis of the value distributed. See supra note 
156 and S. Rep. No. 1622, 83d Cong., 2d Sess. 346 (1954). 
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own special meaning and effect. At the time local law or the governing 
instrument requires a distribution, its fair market value is treated as 
taxable income carried over to the successor as distributable net 
income.’*® The same result follows from an indirect distribution’® or 
when the distribution is accomplished without a specified require- 
ment.'®! The character of the income is preserved.’ Since qualified 
marital deduction trusts require that income must be distributed 
annually or more frequently commencing not later than thirteen 
months after death,’® it would seem that this requirement of property 
rights passing or distributable to the widow would carry distributable 
net income to her under the requirement test. The distributions destroy 
the right to use the estate’s statutory deduction of $600'* if they 
exceed the otherwise taxable income.’ The distributions are not 
affected by the throw-back rule which applies only to trusts but not 
to an estate.’®* Not all distributions out of the estate are treated as 
taxable net income. Distributions of a specific sum of money or specific 
property payable in not more than three instalments do not carry 
income to the beneficiary.’ Nor do payments to satisfy the widow’s 





159 Int. Rev. Code of 1954, § 661(a)(1). 

160 An indirect distribution where assets are used to discharge a legal obligation 
is also treated as distributable net income. Treas. Reg. § 1.661(a)-2(d) (1956); Treas. 
Reg. § 1.662(a)-4 (1956). 

161 Int. Rev. Code of 1954, § 661(a)(2). This seems comparable to a corporate 
dividend which requires no tracing to carry income; the required presence of distributable 
net income is the equivalent of corporate earnings and profiits. Int. Rev. Code of 1954, 
$ 3316(2). This distribution also covers non specific capital distributions in kind. Treas. 
Reg. § 1.662(a)-3(b) (1956). Proposed legislation which was nearly enacted early in 
1960 will change this result for most property distributions in kind within 3 years of 
death. H.R. 9662, 86th Cong., 2d Sess. (1960), proposed § 663(a)(2) of the Internal 
Revenue Code. 

162 The same character of income distributed or held is preserved whether it be 
taxable in the estate or in the hands of beneficiaries. Treas. Reg. § 1.662(b)-1 and 2 
(1956). Capital gains and losses keep their nature. Int. Rev. Code of 1954, § 643(a) (3) ; 
so does the dividend exclusion, Int. Rev. Code of 1954, § 643(a)(7) ; tax exempt interest, 
Int. Rev. Code of 1954, § 643(a)(5); and extraordinary dividends, Int. Rev. Code of 
1954, § 643(a) (4). 

163 Treas. Reg. §§ 20.2056(b)-6(a)(2), 20.2056(b)-6(d) and 20.2056(b)-5(f) 
(1958). 

164 The statutory deduction of $600 permitted by the Internal Revenue Code of 1954, 
§ 642(b) is lost if there be no income to support it. The distributions may consume all 
income under Internal Revenue Code of 1954, § 661(a). It would be economical tax wise 
to withhold at least enough assets in any year to carry all deductions and the exemptions. 
Treas. Reg. § 1.643(a)-2 (1956). Similarly as to the dividends received credit, see 
Treas. Reg. § 1.643(a)-1 (1956). 

165 Int. Rev. Code of 1954, § 643(a). 

166 Int. Rev. Code of 1954, § 665. 

167 Int. Rev. Code of 1954, § 663. 
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allowance’® and the statutory exemption from administration’® carry 
income.’ These amount in effect to a kind of statutory specific 
legacy. No real estate which descends directly to heirs is treated as 
having been distributed out of the estate.’"’ This amounts in effect to 
an approximate quasi-specific devise. 

Distributable net income can be seen as a new idea built on top 
of older concepts’ designed to overcome the untaxed income problem 
and to assign income tax responsibility to various entities according 
to the nature of the income as it came to the estate. No correlative 
deduction problem can arise because the only deflection possible 
requires that distributable net income results only after all allowable 
deductions have been offset against the gross income of the estate.’” 
Since deductions first must be recognized, it is not possible to carry 
income to any beneficiary unless there was net taxable income available 
to the estate as a predicate.'** The honorific tax personality ordinarily 
recognized for estates’ for federal income tax purposes has been 





168 The Ohio widows allowance is created under Ohio Rev. Code § 2117.20 (1953). 

169 The variable statutory exemption of from $500 to $2500 is authorized under 
Ohio Rev. Code § 2115.13 (1953). 

170 Treas. Reg. § 1.661(a)-(2)(e) (1956). 

171 Treas. Reg. § 1.661(a)-(2)(e) (1956). 

172 “Tdeas are inherently conservative. They yield not to the attack of other ideas, 
but to the massive onslaught of circumstance with which they cannot contend... . 
Galbraith, The Affluent Society 20 (1958). Further: “The fatal blow to the conventional 
wisdom comes when the conventional ideas fail signally to deal with some contingency 
to which obsolescence has made them palpably inapplicable.” Jd. at 6. 

173 Distributable net income as defined necessarily implies that all deductions have 
been absorbed to determine income to determine the original starting point. But in 
the final period of the return, an approximate cognate is present through the termination 
deductions under the Internal Revenue Code of 1954, § 642(h). See text at infra notes 
176 and 188. 

174 Distributable net income is measured not only by the events of the taxable 
year concerned but also by the events of later periods as they may reduce taxable 
income through a net operating loss carryback. Rev. Rul. 61-20, 1961 Int. Rev. Bull. 
No. 6, at 57 allows beneficiaries to claim refunds which arise out of an estate net operat- 
ing loss carryback. The subsequent loss reduces income otherwise taxable to the estate 
for the earlier year; thereby the distributable net income must be reduced accordingly. 
The reduction to the estate correspondingly reduces income to the beneficiaries; the 
reduction of taxable income from the estate to the beneficiary is the basis for the 
refund. This result is peculiarly the product of the distributable net income concept 
and is the reverse of the law as drawn from the prior code. Mellott v. United States, 
257 F.2d 798, 2 Am. Fed. Tax R.2d 5097 (3d Cir.), cert. denied, 358 U.S. 864 (1958) ; 
Sargent v. United States, 48 Am. Fed. Tax R. 1696, 55-1 U.S.T.C. § 9424 (S.D. Calif. 
1955). 

175 The term estate has been construed to have been used in its ordinary probate 
sense. Laughlin Estate v. Comm’r, 167 F.2d 828, 36 Am. Fed. Tax R. 985, 48-1 U.S.T.C. 
{| 9263 (9th Cir. 1948). But the duration of an estate will be determined according to 
federal law independently of whether the state law permits it to continue. Treas. Reg. 
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purposely eliminated in the year of termination of the estate.’* In 
the taxable period of termination, the fiduciary’s “unused loss carry- 
overs and excess deductions”!” are carried over to the beneficiaries of 
the estate and are allowed as deductions to them. Thus the statute 
permits the beneficiaries to claim an unused net operating loss carry- 
over,'** and an unused capital gain deduction’”® and an unused capital 
loss carry-over directly out of the estate’®® but not from the decedent 
himself.'*' With the narrow exception of soil and water conservation 
expenditures unused by the estate,'** all unusable deductions in excess 
of gross income for the last taxable year of the estate can be carried 
forward to the beneficiaries. The fact of termination is crucial. If the 
estate is not wound up, or if unused non-operating loss deductions 
originated in a different taxable year,'** they are not subject to carry- 
over; in these cases, they are not deductible by the beneficiaries. 
The lost deductions which originated in the last taxable year are 
available to each beneficiary in proportion to his respective economic 
burden'™* as a deduction either (1) to determine adjusted gross in- 
come’** or (2) to compute net taxable income, but only if the optional 





§ 1.641(b)-3 (1960); see many cases collected at 6 Mertens, op. cit. supra note 93 
§ 36.47. 

176 Internal Revenue Code of 1954, § 642(h) reversed in a limited application the 
line of cases which refused to permit deductions unused in administration to be carried 
across to the beneficiaries. 

177 Int. Rev. Code of 1954, § 642(h). 

178 Treas. Reg. § 1.642(h)-1(b) (1956). 

179 Rev. Rul. 59-392, 1959-2 Cum. Bull. 163; Treas. Reg. § 1.642(h)-1(a) (1956) ; 
Somers, “New Ruling Preserves Benefit of Capital Gains Deduction on Termination,” 12 
Journal Taxation 137 (1960). 

180 Treas. Reg. § 1.642(h)-1(a), (b) (1956). 

181 A capital loss carry-forward unused by the decedent dies with him; it cannot 
be absorbed through the estate. Rev. Rul. 54-207, 1954-1 Cum. Bull. 147. Nor is it 
available to successors under Internal Revenue Code of 1954, § 691(b), nor through 
Internal Revenue Code of 1954, § 642(h). 

182 Because of the erratic and probably unintended method of statement in the 
Internal Revenue Code of 1954, § 175, soil and water conservation expenditures not 
consumed by the estate under the restrictive limitations of the statute are not available 
to the beneficiaries under Internal Revenue Code of 1954, § 642(h), after termination. 
Rev. Rul. 58-191, 1958-1 Cum. Bull. 149. 

183 Treas. Reg. § 1.642(h)-1 (1956) is confined to unused net operating loss carry- 
over under Internal Revenue Code of 1954, § 172 and an unused capital loss carry-over 
under Internal Revenue Code of 1954, § 1212. Furthermore, the time for carry-over is 
reduced by the fact that the year of the termination is counted in determining the carry- 
over period. 

184 Treas, Reg. § 1.642(h)-3 and 4 (1956) contain a series of specific allocation 
standards by which the benefit of the deductions are permitted to those who bear the 
burden. See also Rev. Rul. 60-134, 1960-1 Cum. Bull. 259. 

185 Treas. Reg. § 1.642(h)-1(b) (1956); this applies only to the net operating loss 
carry-over and the capital loss carry-over. 
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standard deduction is waived.*** The waiver requirement depends 
upon the underlying nature of the deduction as it is traced out of the 
estate and carried to the successor’s income tax return. If the item 
was a net operating item, it is deductible independently of the option; 
but if the deductions were not built on an operating loss**’ then the 
optional choice must be asserted and all deductions must be 
itemized.*** 
CoNCLUSION 


The application of these principles involve interrelated choices 
between taxable persons and various taxing theories. They are in- 
fluenced by the dimension of time, the realities of death and the facts 
of receipt, payment or accrual. These relationships must deal with the 
complexity of interlocking persons, natural and legalistic, the need for 
doctrines of taxation which operate equitably and which at the same 
time serve the needs of the public fisc. 

The tax experts, [we are told], have done a magnificent job of 


creating a morass into which any mere probate or trust lawyer must 
fear to tread. . . .18° 


That “taxation is an eminently practical matter’’®” is indisputable. 
That it is a modern accretion to the historical doctrines of the law’® 
should be readily apparent even to him who reads while running.'®” 
To combine “the plain purposes of a modern fiscal measure [with] 





186 Int. Rev. Code of 1954, § 141. Of course, the standard deduction is never avail- 
able to the estate. Treas. Reg. § 1.142-2 (1957). 

187 Treas. Reg. § 1.642(h)-2(a) (1956); the net income alternative computation 
applies to all termination deductions except the capital loss and operating loss carry-overs. 
See supra note 185. 

188 See supra notes 185 and 187. 

189 Sutter, “Simplification of Income Taxation of Estates and Trusts,” Proceedings 
of Probate and Trust Law Section, American Bar Ass’n., Miami, Florida, 1959, Irving 
Trust Co. reprint 44. 

199 Mr. Justice Peckham, Nicol v. Ames, 173 U.S. 509, 519, 3 Am. Fed. Tax R. 2661 
(1899); Mr. Justice McReynolds, Farmers Loan & Trust Co. v. Minnesota, 280 U‘S. 
204, 8 Am. Fed. Tax R. 10257, 10259 (1930); Mr. Justice Sutherland, Tyler v. United 
States, 281 U.S. 497, 503, 8 Am. Fed. Tax R. 10912, 2 U.S.T.C. § 532 (1930); Mr. 
Justice Black, United States v. Jacobs, 306 U.S. 363, 22 Am Fed. Tax R. 282 (1939). 

191 “The foundations of Federal tax law all revolve around basic relationships 
recognized by every day law. All the tax problems must pivot on legal concepts be- 
cause they govern the transactions which create the taxable events. The basic concepts 
underlying a tax system cannot change anymore than the legal system itself changes. . . .” 
Rabkin & Johnson, Federal Income Gift & Estate Taxation, Report No. 225, “A Preface 
to an Anniversary,” Preface iii, passim, April, 1961. 

192 Habakuk 2:2 used the phrase “he who runs may read.” This identical phrase 
was used by Kalodner, J., without reference to its origin. Roebling v. Comm’r, 143 
F.2d 810, 814, 32 Am. Fed. Tax R. 1083, 44-2 U.S.T.C. § 9388 (3d Cir.), cert. denied, 
323 US. 773 (1944). 
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the wholly unrelated origins of the recondite learning of ancient 
property law”’®* will necessarily cause complications “in a field beset 
with invisible boomerangs.”’** “Orthodox principals have to be 
trimmed and hauled to meet the unique necessities of the insatiable 
tax gathering process.’ 

The federal tax law is a spit compounded of fiscal necessity and 
the desire to disturb existing patterns as little as possible. On it has 
been skewered fifty differing local law versions of a trichotomy of 
property devolution devices drawn from historical accidents. Out of 
this amalgam, it seems inescapable that the morass be confused. 
The real wonder is that it makes as much sense as it does. 





193 Mr. Justice Frankfurter, Helvering v. Hallock, 309 U.S. 106, 23 Am. Fed. Tax 
R. 1054, 1058, 40-1 U.S.T.C. J 9208 (1940). 

194 Mr. Justice Jackson, dissenting, Arrowsmith v. Comm’r, 344 U.S. 6, 42 Am. 
Fed. Tax R. 649, 653, 52-2 U.S.T.C. J 9527 (1952). 

195 Judge Brown, Patchen v. Comm’r, 258 F.2d 544, 2 Am. Fed. Tax R. 5433, 
5439, 58-2 U.S.T.C. { 9733 (Sth Cir. 1958). 
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COMMENT 


JUDICIAL PROTECTION OF MINORITY VOTING 
RIGHTS: THE CASE FOR CONSTITUTIONAL 


REFORM 
Substantial numbers of citizens qualified to vote under State regis- 
tration and election laws are being denied . . . the right to vote, 


by reason of their race or color.! 


The United States Commission on Civil Rights was created by 
Congress in 1957 to serve as a fact finding body and to investigate 
sworn allegations of citizens being denied voting rights because of 
color, race, religion, or national origin.? The Commission Report and 
testimony before recent congressional hearings*® indicate many ex- 
amples of voting discrimination, primarily directed against aspiring 
Negro electors. The Commission concluded that, as of 1956, 60% 
of the Southern white population was registered to vote as compared 
to only 25% of the Negro population. In many counties, especially 
those with a majority non-white population, Negro registration was 
nearly non-existent.* While the low voting percentage among Negroes 
is partially attributable to lack of education® and apathy,® much of 
the result comes from obstacles constructed by whites. 

The right to vote is of particular importance to minority groups 
which suffer from deprivation of rights in other respects. It gives 
that group a significant leverage, frequently asserted through holding 
a balance of political power, with which to achieve a greater respect 
for its rights through the political process. 





1 Report of the United States Commission on Civil Rights 41 (1959) (hereinafter 
cited as Commission Report). 

2 Civil Rights Act of 1957, §§ 101-06, 71 Stat. 634-36 (1957), 42 U.S.C. §$§ 1975-75e 
(1958). The Commission’s life was extended from two to four years in 1959 by the act 
of September 28, 1959, Pub. L. 86-383, tit. IV, § 401, 73 Stat. 724 (1959), amending 71 
Stat. 635 (1957), 42 U.S.C. § 1975c(b) (Supp. I, 1959). 

3 “Hearings on S. 2684, S. 2719, S. 2783, S. 2814, S. 2722, S. 2785, and S. 2535, 
Before the Senate Commitee on Rules and Administration,” 86th Cong., 2d Sess. (1960) 
(hereinafter cited as 1960 Senate Hearings) ; “Hearings on S. 435, S. 456, S. 499, S. 810, 
S. 957, S. 958, S. 959, S. 960, S. 1084, S. 1199, S. 1277, S. 1848, S. 1998, S. 2001, S. 2002, 
S. 2004, and S. 2041, Before the Senate Subcommittee on Constitutional Rights of the 
Committee on the Judiciary,” 86th Cong., 1st Sess., pts. 1-4 (1959) (hereinafter cited 
as 1959 Senate Hearings). 

4 Commission Report 559-86, 587-89. 

5 McGovney, The American Suffrage Medley 59-79, 88-104 (1949). 

6 “Such [Negro] apathy may stem from lack of economic, educational or other 
opportunities, but it does not constitute a denial of the right to vote.” Commission Re- 
port 52. See Lubell, The Future of American Politics, chs. 5 and 6 (2d ed. 1956). 
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The comment which follows attempts an analysis of the problem 
thus presented and an evaluation of the remedial legislation designed 
by Congress to protect voting rights. Deficiencies in this legislation 
will be pointed out and a potential solution advanced for the reader’s 
consideration. 

The right to vote is perhaps given fuller treatment in the Con- 
stitution than any other interest. Among others, article I, sections 2, 3, 
and 4, article II, section 1 and the twelfth, fourteenth, fifteenth, seven- 
teenth, nineteenth, twenty-second and twenty-third amendments all 
deal with one aspect or another of the right to vote. The numerous 
constitutional amendments may suggest a lingering self-consciousness 
in Congress that voting rights have never been adequately treated. 
At the same time, the reader may well suspect that the very number 
of these amendments would militate against further changes in the near 
future. 

I. THE PROBLEM 


For nearly a century most of the Southern states have evaded 
by one means or another the clear intent of the fifteenth amendment 
of the Constitution of the United States. The pattern of conscious 
disfranchisement first found expression in force and intimidation.’ 
Left to its own devices in 1877, the South found that these means were 
no longer necessary; it became possible to “buy, steal or fail to count 
the Negro vote.’”*® With the power to set the qualifications for voting, 
the South had the “legal” means at hand to deprive the Negro of his 
newly won right of suffrage. Various devices were adopted to circum- 
vent the fifteenth amendment, including literacy, property, residence 
and character qualifications, the grandfather clause, the poll tax, and 
the white primary.® 

A. The Present 


Every device of disfranchisement which the judiciary has de- 
stroyed has been replaced by a new scheme designed by the Southern 
states to achieve the same ends. Extra-legal restraints are the reserve 
force which remains available when legal restraints are nullified or 
repealed. The prevailing means currently employed to prevent Ne- 
groes from exercising their right to vote can be roughly separated into 
those that amount to “discriminatory application and administration 
of apparently non-discriminatory laws’’® in the registration process, 
and those less subtle means involving violence and intimidation. 


7 K. H. Porter, A History of Suffrage in the United States 196-97 (1918). 
8 Myrdal, An American Dilemma 450 (1944). 

® McGovney, op. cit. supra note 5, at 53-56. 

10 Commission Report 133. 
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Discriminatory application of the registration laws seems to have 
been contemplated from the outset. The Chairman of the Suffrage 
Subcommittee in the Virginia Convention declared: “I expect the 
examination with which the black men will be confronted to be in- 
spired by the same spirit that inspires every man upon this floor and 
in this convention. J do not expect an impartial administration of this 
clause.’ The Chairman would not be disappointed by the techniques 
currently used to frustrate prospective Negro registrants. Illustrative 
of methods employed by state registrars to limit or prevent Negroes 
from political participation are those included in the district court’s 
findings of fact in United States v. Raines:'* a) The use of differently 
colored registration application forms for white and Negro voters; 
b) The keeping of separate registration and voting records for whites 
and Negroes according to race; c) Delaying action upon applications 
for registration by Negroes for periods up to two years, while not de- 
laying such action with respect to applications by whites; d) In ad- 
ministering literacy tests, requiring Negroes to read and write a more 
lengthy and difficult paragraph of the Constitution of Georgia or of 
the United States than whites are required to read and write; e) In 
administering literacy tests, requiring Negroes to read aloud and to 
write from dictation while not so requiring white applicants, but, in- 
stead, requiring white applicants only to write by copying; f) Admin- 
istering literacy tests to Negro applicants singly and apart from white 
applicants while administering such tests to white applicants in groups; 
and g) Requiring a higher standard of literacy of Negroes than of 
white applicants in passing upon the results of the literacy test (by 
examination of the Negroes pursuant to the provisions of the Georgia 
Voters’ Registration Act of 1958 while continuing to test the whites 
under the more lenient terms of the 1949 Registration Act)." 





11 Porter, op. cit. supra note 7, at 218. Compare Edmonds, the Negro and Fusion 
Politics in North Carolina, 1894-1901, at 182 (1951); Official Proceedings of the Con- 
stitutional Convention of the State of Alabama, 1901, pt. III, at 2828 (1941); Official 
Journal of the Constitutional Convention of the State of Louisiana, 1898, at 380 (1898). 

12 189 F. Supp. 121, 132-33 (M.D. Ga. 1960). 

13 Comparable methods were recounted during the 1960 Senate hearings on the 
Civil Rights Act: 1) Requiring Negroes and whites to register in separate rooms and in 
separate parts of the courthouse; 2) Registrars frequently reporting for work late and 
leaving work early, thus reducing the number of hours available for Negro applicants; 
3) Permitting only two Negro applicants in the registration room at the same time; 
4) Requiring Negro applicants to read and transcribe articles from the Constitution of 
the United States, in addition to filling out the voter registration questionnaire; 5) Con- 
versing with applicants while they write, which practice disturbs them and stimulates 
making errors; 6) Permitting a Negro to vouch for only two applicants per year; 7) 
Preventing some Negroes from vouching for any applicant; 8) Failing to issue certificates 
of registration to Negroes immediately upon the successful completion of the require- 
ments of registration; 9) Failing to inform unsuccessful applicants of their failure to 
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The Commission on Civil Rights devotes some fourteen pages of 
its Report to examples of similar voting complaints.’* Enforcement 
of property, literacy, and other statutory qualifications against Ne- 
groes, but not against whites, is a common means of circumventing 
apparently legitimate voter qualification acts.’° The literacy test in 
particular has been described as “a fraud and nothing more” which 
is administered fairly only in exceptional cases.** The following il- 
lustrations recount some of the more flagrant abuses of the literacy 
test. A North Carolina schoolteacher was asked to define certain terms 
in a section of the state constitution. The teacher responded that 
“This is not part of the law, to define terms”; to which the registrar 
replied, “You must satisfy me, and don’t argue with me.”?" 

In Alabama one of the questions asked a Negro applicant pursuant 
to the requirement for an applicant to “understand and explain” any 
clause of the Constitution was, “How many bubbles in a bar of 
soap?’”"* Also in Alabama, these questions were put to Negroes re- 
questing the right to vote: “What do we mean by the U.N.?” “How old 
are your wife’s father and mother?” “Who is in charge of street im- 
provements in Birmingham?” A registration official in Georgia went 
so far as to claim that “God, Himself, couldn’t understand” a given 
constitutional provision as the official was the final judge and must be 
satisfied as to the correctness of the answer.”° 

Mass purges of Negroes from the voting lists is another effective 
method of disfranchisement. In Washington Parish, Louisiana, during 
May, June, and July of 1959 all but roughly 200 of approximately 1500 
Negro registrants were stricken from the rolls on the basis of chal- 
lenges filed by members of the White Citizens’ Council of that parish. 
The most common basis for these challenges was alleged errors in 
spelling on the application forms. White registrants whose applications 
contained similar errors were not challenged. Investigation revealed 
that the challengers, themselves, misspelled words when filling out the 
challenging affidavits." 





fulfill the requirements for registration; 10) Failing to work on many registration days; 
and 11) Resigning from the board in order not to register Negroes. 1960 Senate Hearings 
194. See prayer for relief in United States v. Alabama, 171 F. Supp. 720 (M.D. Ala.), 
aff'd, 267 F.2d 808 (5th Cir. 1959), vacated and remanded, 362 US. 602, 188 F. Supp. 
759 (M.D. Ala. 1960), as reproduced in 1960 Senate Hearings at 753-54. 

14 Commission Report, ch. IV, “Denials of the Right to Vote,” 55-68. 

15 1959 Senate Hearings, pt. 1, at 520. Compare Commission Report 130. 

16 Key, Southern Politics in State and Nation 576 (1955). 
7 Myrdal, op. cit. supra, note 8 at 485. 
8 Verney, “The American Negro,” 1 Pol. Sci. Q. 28 (1955). 
19 Key, op. cit. supra note 16, at 572, n. 22. 
© Myrdal, op. cit. supra note 8, at 485. 
1 Commission Report 103-06. See United States v. McElveen, 177 F. Supp. 355 
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The use of violence to prevent Negroes from exercising the right 
to vote appears to be diminishing. Nonetheless, force is still employed 
on occasion and does serve as a very real deterrent to Negro registra- 
tion and voting.** In recent years a number of pro-segregation groups 
have appeared on the Southern scene, many of them loosely federated 
under the spiritual authority of the White Citizens’ Council.” Initially 
these groups made no secret of the fact that their chief weapon would 
be economic pressure. One of the original leaders of the White Citi- 
zens’ Council movement, Fred Jones, a former Mississippi State 
Senator, issued the following public statement in October, 1954: 


We can accomplish our purposes largely with economic pressure 
in dealing with members of the Negro race who are not cooperat- 
ing, and with members of the white race who fail to cooperate, we 
can apply social and political pressure.** 


Threats of injury and economic reprisal thus are commonplace. In 
a series of recent cases” the Justice Department is seeking to prevent 
eviction of various Negroes and their families from the Haywood 
County, Tennessee, farms where they lived and worked as share- 
croppers and tenant farmers. The threatened evictions were allegedly 
to prevent and punish the Negroes for their attempts to register and 
to vote. Other threatening, intimidatory, and coercive devices charged 
to the defendants in these cases included: 


the termination of non-farm employment, refusals by merchants and 
others to sell necessaries and other goods and services on credit or 
even for cash in some instances, refusals to lend money to Negroes 
who were economically and otherwise eligible for such loans, in- 
ducing suppliers of Negro merchants not to deal with such mer- 
chants, etc.?® 


(E.D. La. 1959), 180 F. Supp. 10 (E.D. La.), aff'd, sub nom. United States v. Thomas, 
362 U.S. 58 (1960). 

22 The beating administered a Negro who attempted to publish a placard urging 
Negroes to register and vote is related at Commission Report 96-97. 

23 Fleming, “Resistance Movements and Racial Desegregation,” 304 Annals 44 
(1956). 

24 Jackson (Miss.) Clarion Ledger, October 24, 1954. 

25 United States v. Beaty, Civil No. 4065, W.D. Tenn., January 3, 1961; United 
States v. Barcroft, Civil No. 4121, W.D. Tenn., January 3, 1961; United States v. 
Atkeison, Civil No. 4131, W.D. Tenn., January 3, 1961. The former two cases, involving 
seventy-three individuals and two banks as defendants were appealed to the Sixth Circuit 
Court of Appeals on the Justice Department’s request for preliminary relief against the 
threatened evictions. On April 6, 1961 district court Judge Marion S. Boyd was directed 
by the circuit court to grant a preliminary injunction against the landowners. United 
States v. Beaty, United States v. Barcroft, Civil Nos. 14433-34 (consolidated), 6th Cir., 
April 6, 1961. The New York Times, April 7, 1961, p. 17, col. 1. 

26 Brief for Appellant, p. 3, United States v. Beaty, United States v. Barcroft, Civil 
Nos. 14433-34 (consolidated), 6th Cir., April 6, 1961. 
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The Negro attempting to register often risks the loss of his job, credit, 


or business.?* 
B. Past History 


In the past several decades the various obstacles to Negro voting 
in the South have been under increasingly heavy legal attack. Despite 
the utterances of the Supreme Court that the fifteenth amendment 
nullifies “sophisticated as well as simple-minded modes of discrimina- 
tion,” the courts have succeeded with but limited success in effectuat- 
ing the constitutional purpose. 


1. The White Primary 


The “white primary” had been securely established in Texas by 
virtue of party rules. In 1923 the State Legislature moved to bar 
Negroes from participation in Democratic Party primaries.** Upon 
review, the Supreme Court found it “hard to imagine a more direct 
and obvious infringement” of the fourteenth amendment.”” As a 
result, the legislation was repealed and the State Executive Com- 
mittee authorized to establish its own membership standards.*® When 
the same individual was again denied the right to vote in a primary, 
the Supreme Court held that the Executive Committee, in excluding 
Negroes from membership, had acted as a delegate of the state.*’ Its 
action was, therefore, held unconstitutional as a denial of equal pro- 
tection of the laws by the state. By action of the state convention of 
the Democratic Party, another rule was adopted, allowing only whites 
to participate in the primaries. Seemingly persuaded by the holding 
of the Texas Supreme Court that political parties “are voluntary as- 
sociations for political action and are not the creatures of the State,’ 
the United States Supreme Court held that this action did not infringe 
the fourteenth amendment, as that amendment applied only to state 
action.** 

These early cases afforded no discernible test for the presence 
of state action necessary to constitute an abridgement of fourteenth 





27 The first sworn complaint received by the Commissicn on Civil Rights was of 
this nature. Commission Report 55. See id. at 58, 60, 64, 78; 1959 Senate Hearings, pt. 1, 
at 516, 522. 

28 38th Leg., Second Called Session, Gen. Laws (1923), p. 74, Vernon’s Texas Stat. 
art. 3093a, renumbered art. 3107 (1925). 

29 Nixon v. Herndon, 273 U.S. 536 (1927). 

80 40th Leg., First Called Session, Laws (1927), p. 193, Vernon’s Texas Stat. art. 
3107 (1927). 

31 Nixon v. Condon, 286 U.S. 73 (1932). 

32 Bell v. Hill, 123 Tex. 531, 74 S.W.2d 113 (1934), cited in Grovey v. Townsend, 
295 U.S. 45, 51-52 (1935). 

33 Grovey v. Townsend, supra note 32. 
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or fifteenth amendment rights. The case of Smith v. Allwright** ex- 
pressly overruled Grovey v. Townsend, holding that when the privilege 
of party membership “is also the essential qualification for voting in 
a primary’ the actions of the party become actions of the state, pro- 
scribed by the fifteenth amendment. The eventual solution was 
provided in a case involving the prosecution by federal authorities 
of primary election officials in New Orleans.*® The Court declared 
that the right to have one’s vote counted where the primary was an 
“integral part” of the election machinery or where in fact the primary 
election “effectively controls the choice,”*’ is a right protected by 
article I, section 2 of the Constitution. 


A final effort to resurrect the white primary was attempted by 
South Carolina. All relevant state statutes were repealed*® and the 
party was left in complete control of the primary election. A sharply 
worded opinion in Elmore v. Rice*® ridiculed this masquerade of the 
Democratic Party as a private club.*° In the case of Brown v. Baskin," 
Negroes, though barred from party membership, were permitted to 
vote in the Democratic primary if they would take an oath to support 
racial segregation. This racial discrimination was held unconstitutional 
on the same rationale as in the Elmore case. 


The final blow to the white primary system was struck by the 
Supreme Court’s opinion in Terry v. Adams.** Local candidates of the 
Jaybird Party, a self-declared “club,” were initially chosen in a white 
primary. The successful local candidates were then chosen by the 
Democratic Party as its candidates in the regular primary. The Court 
held: 


For a state to permit such a duplication of its election processes is 
to permit a flagrant abuse of these processes to defeat the purposes 
of the Fifteenth Amendment. The use of the county-operated 
primary to ratify the result of the prohibited election merely com- 
pounds the offense. It violates the Fifteenth Amendment for a 
state, by such circumvention, to permit within its borders the use 





34 321 US. 649 (1944). 

35 Id. at 664. 

36 United States v. Classic, 313 U.S. 299 (1941). 

37 Jd. at 318. 

88 In Smith v. Allwright certain state statutes did exist that could be linked to the 
primary election. 

39 72 F. Supp. 516 (E.D. S.C.), aff'd, 162 F.2d 387 (4th Cir. 1947), cert. denied, 333 
US. 875 (1948). 

40 72 F. Supp. at 527: “. . . private clubs . . . do not vote and elect a President of 
the United States, and the Senators and members of the House of Representatives .. . ; 
and under the law of our land, all citizens are entitled to a voice in such selections.” 

41 80 F. Supp. 1017 (E.D. S.C. 1948), aff'd, 174 F.2d 391 (4th Cir. 1949). 

42 345 US. 461 (1953). 
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of any device that produces an equivalent of the prohibited elec- 
tion.** 


The white primary as a device, intended to disfranchise the Negro 
citizen, is today virtually of historical importance alone.** 


2. The Poll Tax 


There are now only five states that make the payment of a poll 
tax a prerequisite to voting.*® The first appearance in the United States 
of tax payment as a qualification for voting was in colonial North 
Carolina. A statute of 1715 made payment of taxes a prerequisite.*® 
During some part of the twentieth century thirteen states have required 
a poll tax as a prerequisite to voting in all elections.*7 Of the thirteen 
only two were northern states. Designed to disfranchise the Negro, 
in later years the tax operated to disfranchise poor whites as well. 
Realistically, it is only with respect to those individuals for whom 
the small payment is a hardship that the term disfranchisement is 
applicable. Considering the high percentage of persons of low eco- 
nomic levels in these states,** we may conclude that the number thus 
deterred from voting is undoubtedly considerable, although the number 
cannot be ascertained with precision.*® 

In Breedlove v. Suttles®® it was argued that a poll tax, as a 
qualification for voting in state or federal elections, is unlawful. The 
Court concluded that to make the payment of poll taxes a prerequisite 
of voting is not to deny any privilege or immunity protected by the 
fourteenth amendment. Later cases involving the poll tax have re- 
garded the matter as conclusively determined by this decision.™ 





43 Id. at 469. 

44 As recently as 1960, however, the Justice Department obtained a consent decree 
enjoining the conduct of a white primary by the Democratic Party in Fayette County, 
Tennessee. United States v. Fayette County Democratic Executive Comm., Civil No. 
3835, W.D. Tenn., April 25, 1960. 

45 The states and the annual rate of the tax are as follows: Alabama, $1.50; 
Arkansas, $1.00; Mississippi, $2.00; Texas, $1.50; and Virginia, $1.50. The provisions of 
the respective state laws governing the poll tax and its administration are set out in 
Commission Report, Table I, 36-38. 

46 Compare North Carolina const., 1776, art. VIII. 

47 McGovney, op. cit supra note 5, at 113. 

48 In 1958 the national average per capita income was $2057. In the five poll tax 
states average per capita income was considerably lower: Alabama, $1359; Arkansas, 
$1228; Mississippi, $1053; Texas, $1814; and Virginia, $1674. U.S. Bureau of the Census, 
Statistical Abstract of the United States: 1960, at 312 (1960). 

49 Key, op. cit. supra note 16, at 599. 

50 302 U.S. 277 (1937). 

51 Pirtle v. Brown, 118 F.2d 218 (6th Cir.), cert. denied, 314 U.S. 621 (1941); 
Butler v. Thompson, 97 F. Supp. 17 (E.D. Va.), aff'd mem., 341 U.S. 937 (1951). 
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Numerous efforts to outlaw the tax by act of Congress have been 
made.” Many of these bills have passed the House of Representatives 
only to die in the Senate as a result of committee inaction or senatorial 
filibuster. Thus the tax remains a potential device for racial dis- 
crimination in the suffrage area. As the impact of the tax lies more in 
its susceptibility to discriminatory application than in its apparent 
burden, its effect as a discriminatory device is difficult to evaluate. The 
record of the poll tax states in this respect is far from conclusive. 
While 25% of all voting age Negroes throughout the South were 
registered,”* only 3.89% of the Negroes in Mississippi were registered,™ 
while in Texas the comparable figure was 38.8%.” At present, how- 
ever, it would seem that the danger posed by the poll tax rests more in 
its potential, than in its actual usage as a means of discrimination. 


3. The Literacy Test 


Nineteen states currently impose some form of literacy require- 
ment as a qualification for voting, including all but three of the 
southern states.°° Alabama requires that the applicant be able to read 
and write any article of the Constitution in English and to answer 
questions concerning his qualifications as an elector by filling out a 
questionnaire prescribed by the Alabama Supreme Court.*’ Georgia 
requires a demonstration by the applicant of an understanding of the 
duties and obligations of citizenship in addition to the ability to read 
and write English.** A 1954 amendment to the Mississippi constitu- 
tion® sets forth the following requirements: ability to read and write 
any section of the state constitution, ability to give a reasonable inter- 
pretation thereof to the registrar, and the ability to demonstrate to 
the registrar a reasonable understanding of the duties and obligations 
of citizenship under a constitutional form of government. While the 
statutory tests in these and other states vary greatly, most contain a 
certain degree of ambiguity. 

The Supreme Court has consistently held that a literacy test, fair 





52 See, ¢.z., S. 1734, 82nd Cong., 1st Sess. (1951); H.R. 29, 80th Cong., Ist Sess. 
(1947); H.R. 7, 79th Cong., 1st Sess. (1945); H.R. 1024 and S. 1280, 77th Cong., Ist 
Sess. (1941). 

53 Commission Report 559-86, 587-89. 

54 Id. at 50. 

55 Jd. at 51. Arkansas registered 28.1%, Virginia, 21.7% and Alabama, 14.1%. 
Id. at 42, 48-49. Among the non-poll tax states comparable figures ranged from 14.9% 
in South Carolina to 39.5% in Florida. Id. at 43, 47. 

56 Florida, Tennessee, and Texas. 

57 Ala. Code tit. 17, §§ 31, 32 (Supp. 1953). 

58 Ga. const. art. II, § 2-704. 

59 Miss. const. art. 12, § 244. 
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on its face and administered without prejudice, is valid.® The validity 
of the literacy test was indirectly challenged in the early case of Wil- 
liams v. Mississippi.“ Since it did not on its face discriminate against 
Negro voters and there was no showing that it had been administered 
for this purpose, the test was held to be not in violation of the four- 
teenth amendment. In Giles v. Harris® the plaintiff alleged that the 
literacy test and other requirements of the Alabama Constitution™ 
were part of a conspiracy to disfranchise the Negro and, therefore, 
violated the fourteenth and fifteenth amendments. Speaking for the 
Court, Mr. Justice Holmes held, inter alia, that the Court lacked power 
to enforce such relief and directed the plaintiff to look to the people 
of his state or to the legislature and political departments of the federal 
government. 

Where the literacy test is made inapplicable to some groups, as 
by the addition of a “grandfather clause,” its constitutionality will not 
be upheld. In 1915 such a clause first came before the Supreme Court. 
In Guinn v. United States® a unanimous Court struck down the 
Oklahoma statute as perpetuating “the very conditions which the 
[fifteenth] Amendment was intended to destory.”®* The following 
year Oklahoma again sought to provide a loophole for the exemption 
of illiterate whites through a more “sophisticated” registration pro- 
cedure. The new law provided that persons who had voted in the 
general election of 1914, held under the invalid “grandfather clause,” 
were automatically registered for life. All other voters were required 
to register within a specified twelve day period or be permanently dis- 
franchised. Noting that the amendment “nullifies sophisticated as 
well as simple-minded modes of discrimination,”® the Court held this 
registration scheme to be racial discrimination in violation of the 
fifteenth amendment. 

More recently, Alabama sought to frustrate the Smith v. All- 
wright® decision by enactment of the “Boswell Amendment”® to the 
state constitution. This amendment provided that no one would be 





60 Emerson and Haber, 1 Political and Civil Rights in the United States 198-228 
(2d ed. 1958). 

61 170 U.S. 213 (1898). See Corwin, The Constitution of the United States, Analysis 
and Interpretation 1185-86 (1953). 

62 189 U.S. 475 (1903). 

63 Ala. const. art. 8, §§ 180-88 (1901). 

64 189 US. at 488. 

65 238 U.S. 347 (1915). See Corwin, op. cit. supra note 61, at 1184. 

66 238 US. at 360. 

67 Lane v. Wilson, 307 U.S. 268, 275 (1939). 

68 321 US. 649 (1944). 

69 Ala. const. amend. No. 55 (1946). 
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registered as a voter unless he had the ability to “understand and 
explain” any clause of the Constitution of the United States to the 
satisfaction of the board of registrars. This method of disfranchise- 
ment was held violative of the fifteenth amendment because of the 
grant of arbitrary powers to the election board.” 

Despite these decisions, the literacy test remains a major source 
of discrimination in the realm of Negro suffrage.”’ A literacy test, fair 
on its face and not prone to discrimination in its administration, is 
valid as a qualification which the state may impose on the prospective 
voter. But the ambiguity inherent in many of these tests renders 
them highly susceptible to subtle and not so subtle discrimination. 
For example, a questionnaire prepared by the Alabama Supreme Court 
requires the applicant to “name some of the duties and obligations of 
citizenship,” and asks “Do you regard those duties and obligations as 
having priority over the duties and obligations you owe to any other 
secular organization when they are in conflict?”’* Despite the fact 
that the Supreme Court has long been unwilling or unable to define 
the term,”* a Georgia statute demands of applicants, “What is a 
republican form of government?’ 


II. FEDERAL LEGISLATION TO SAFEGUARD VOTING RIGHTS 
A. Constitutional Bases 


Any federal legislation affecting voting rights must find its source 
in the Constitution. Article I, section 2 and the seventeenth amend- 
ment” stipulate that those electors who are qualified to vote for the 
largest body of the state legislature shall elect the Representatives and 
Senators to Congress. Despite the right of the states to establish 
reasonable restrictions on the right to vote, the Supreme Court has 





70 Davis v. Schnell, 81 F. Supp. 872 (S.D. Ala.), aff'd mem., 336 U.S. 933 (1949). 

71 The Southern Regional Council’s report concludes that “[t]he legal weapon most 
widely used in the South to discourage Negro registration is some form of literacy or 
constitutional interpretation test.” Price, The Negro Voter in the South 7 (1957). 

72 See “Hearings on H.R. 140 et al., Before Subcommittee No. 5 of the House Com- 
mittee on the Judiciary,” 85th Cong., 1st Sess. 906-08 (1957); Note, 4 Ala. L. Rev. 317 
(1952). 

73 See, e.g., Luther v. Borden, 48 U.S. (7 How.) 1 (1849). 

74 Ga. Code Ann. § 34-118 (Supp. 1958). 

75 U.S. Const. art. I, § 2 provides: The House of Representatives shall be composed 
of Members chosen every Second Year by The People of the several States, and the 
Electors in each State shal] have the Qualifications requisite for Electors of the most 
numerous Branch of the State Legislature. 

76 U.S. Const. amend. XVII provides for election of Senators by the people qualified 
to vote for members of the most numerous branch of the state legislature, modifying 
article I, § 3. 
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held that the right of the people to vote for these offices stems from the 
federal constitution.” 
Another fundamental source of federal power, article I, section 
4 provides: 
The Times, Places and Manner of holding Elections for Senators 
and Representatives, shall be prescribed in each State by the 
Legislature thereof; but the Congress may at any time by Law make 
or alter such Regulations, except as to the Places of Chusing 
Senators.”* 


Although doubts may be expressed as to the extent of power thus 
granted,”® the Supreme Court has suggested that Congress has the 
power 
to provide a complete code for congressional elections, not only as 
to times and places, but in relation to notices, registration, super- 
vision of voting, protection of voters, prevention of fraud and cor- 
rupt practices, counting of votes, duties of inspectors and canvassers, 
and making and publication of election returns; in short, to enact 
the numerous requirements as to procedure and safeguards which 
experience shows are necessary in order to enforce the fundamental 
right involved.®° 


Congress may prohibit state and private acts of interference in presi- 
dential as well as in congressional elections.*' This power includes 
control over all phases of the political process leading to these elec- 
tions.*? 

The fourteenth, fifteenth and nineteenth amendments impose limi- 
tations on both the United States and the individual states in the 
execution of voting laws.** The nineteenth amendment proscribes the 
denial or abridgement of voting rights because of sex. The fourteenth 
amendment, in part, prohibits the states from abridging the privileges 
or immunities of citizens of the United States** or denying to any 





77 United States v. Saylor, 322 U.S. 385 (1944) (Senator); United States v. Classic, 
313 U.S. 299, 314-15 (1941) (Representative); United States v. Mosley, 238 U.S. 383 
(1915) (Representative) ; Wiley v. Sinkler, 179 U.S. 58, 62-64 (1900) (Representative) ; 
Ex parte Yarbrough, 110 U.S. 651, 663-64 (1884) (Representative). 

78 U.S. Const. art. I, § 4. 

79 Compare 106 Cong. Rec. 3550 (daily ed. Feb. 29, 1960) (remarks of Senator 
Robertson) and 1960 Senate Hearings, 139-40 (statement of Senator Stennis), with id. 
at 57 (statement of Senator Javits). 

80 Smiley v. Holm, 285 U.S. 355, 366 (1932). 

81 Burroughs v. United States, 290 U.S. 534 (1934); Ex parte Yarbrough, 110 U‘S. 
651 (1884). 

82 United States v. Classic, 313 U.S. 299 (1941), allowed control over the primary 
election. 

83 McGovney, op. cit. supra note 5, at 4. 

84 Dictum in Twining v. New Jersey, 211 U.S. 78, 97 (1908), suggests that these 
privileges and immunities include the right to vote for national officers. 
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person the equal protection of the law.** The fifteenth amendment 
expressly prohibits both the United States and the states from denying 
a citizen the right to vote “on account of race, color, or previous 
condition of servitude.” The fourteenth and fifteenth amendments 
have always been interpreted as applicable only to the prevention of 
discriminatory “state action” and not to discriminatory conduct by 
individuals acting free of state authority.** 

Congress is vested with the power to enforce the provisions of 
these amendments by “appropriate legislation.” The scope of the 
foregoing term for purpose of the amendments is fairly broad. Any 
means not specifically prohibited by the Constitution appears to satisfy 
the standard.** So long as the means chosen are not prohibited by the 
Constitution and bear a legitimate relationship with the ends in view, 
the legislation will be “appropriate.”** 


B. Reconstruction Legislation 


On April 9, 1866, Congress passed over President Johnson’s veto 
the first of five civil rights statutes that were to stand as the bulwark 
of the Reconstruction legislation.*® The initial act provided that all 
citizens, without regard to color, were entitled to the same rights to 
contract, sue, give evidence, take, hold and convey property, and to 
the equal benefit of all laws for the security of persons and property.” 
Subsequent to passage of the fourteenth” and fifteenth®? amendments, 
the Congress reenacted the act of 1866 and endeavored to protect the 
right of free suffrage without discrimination as to race, color or previous 





85 This clause afforded the basis of relief in two early “white primary” cases con- 
sidered previously. Nixon v. Condon, 286 U.S. 73 (1932); Nixon v. Herndon, 271 USS. 
536 (1927). 

86 E.g., United States v. Cruikshank, 92 U.S. 542 (1875). 

87 Ex parte Virginia, 100 U.S. 339, 345-46 (1880). The Civil Rights Act of 1957 has 
recently been declared “appropriate legislation” to enforce the fifteenth amendment. Jn 
re Wallace, 170 F. Supp. 63 (M.D. Ala. 1959); United States v. McElveen, 177 F. Supp. 
355 (E.D. La. 1959), 180 F. Supp. 10 (E.D. La.), aff'd, sub nom. United States v. 
Thomas, 362 U.S. 58 (1960). 

88 In cases holding the Civil Rights Act of 1870 unconstitutional, however, the 
Supreme Court objected to the “ends,” i.e., the purposes of the statute, rather than the 
“means” employed to reach those “ends.” James v. Bowman, 190 U.S. 127 (1903); 
United States v. Reese, 92 U.S. 214 (1876); Minor v. Happersett, 88 U.S. (21 Wall.) 
162 (1875); Compare United States v. Raines, 172 F. Supp. 552 (M.D. Ga. 1959) 
(holding 71 Stat. 637 [1957], 42 U.S.C. § 1971[c] [1958] invalid on similar grounds), 
rev'd, 362 U.S. 17, 189 F. Supp. 121 (M.D. Ga. 1960). 

89 The full text of these civil rights laws appears in Carr, Federal Protection of 
Civil Rights: Quest for a Sword, App. I (1947). 

90 Act of April 9, 1866, 14 Stat. 27. 

91 U.S. Const. amend. XIV, adopted June 16, 1866, and ratified July 21, 1868. 

92 U.S. Const. amend. XV, adopted February 26, 1869, and ratified March 30, 1870. 
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condition of servitude.** The following year supplemental legislation 
was enacted which gave further effect to the voting provisions of the 
earlier act by providing for the regulation of elections by “voting 
supervisors” to be appointed thereunder.”* In April of 1871 penalties 
were established for depriving any person of the equal protection of 
the laws, or the privileges and immunities of the law by conspiracy or 
under color of law.** An act which required all inns, public convey- 
ances, and other places of public amusement to accomodate all persons, 
subject only to such conditions as were applicable to citizens of every 
race and color,** constituted the last congressional legislation in the 
civil rights area for a period of 82 years. 

Intended to secure a status of equality to the Negro, these early 
acts were largely deemed a failure.*’ Their lack of success is in some 
measure attributable to judicial invalidation and congressional inaction, 
both of which conspired to nullify their desired effect. Even so, these 
acts remain as the wellspring of certain of the currently available 
remedies in the suffrage area. 


C. Current Remedies 


Several sections of the Reconstruction legislation have survived to 
afford current protection of civil rights generally and voting rights in 
particular. In addition to those sections which proclaim rights but 
carry no remedial sanctions, this legislation is readily divided be- 
tween that which creates remedies in the form of civil causes of action 
and that which imposes criminal sanctions. This legislation has now 
been supplemented by the Civil Rights Acts of 1957 and 1960.1” 





93 Act of May 31, 1870, 16 Stat. 140. 

94 Act of February 28, 1871, 16 Stat. 433. 

95 Act of April 20, 1871, 17 Stat. 13. 

96 Act of March 1, 1875, 18 Stat. 335. 

97 Report of the President’s Committee on Civil Rights: To Secure These Rights 
(1947). 

98 Rev. Stat. § 2004 (1875), 42 U.S.C. § 1971(a) (1958); Rev. Stat. § 1977 (1875), 
42 U.S.C. § 1981 (1958); Rev. Stat. § 1978 (1875), 42 U.S.C. § 1982 (1958). 42 U.S.C. 
§ 1971(a) is derived from the Act of May 31, 1870, ch. 114, § 1, 16 Stat. 140; § 1981 
from the Act of May 31, 1870, ch. 114, § 16, 16 Stat. 144; § 1982 from the Act of 
April 9, 1866, ch. 31, § 1, 14 Stat. 27. These three sections merely declare the existence of 
equality without distinction as to race, color, or previous condition of servitude in such 
matters as voting, owning property, ability to sue, give evidence, contract, etc. 

99 71 Stat. 634-38 (1957), 5 U.S.C. § 295-1 (1958), 28 U.S.C. §§ 1343, 1861 (1958), 
42 U.S.C. §§ 1971, 1975, 1995 (1958). 

100 P. L. 86-449, approved May 6, 1960, 74 Stat. 86 (1960), 18 U.S.C.A. §§ 837, 
1074, 1509 (Supp. 1960), 20 U.S.C.A. §§ 241, 640 (Supp. 1960), 42 U.S.C.A. §§ 1971, 
1974, 1975 (Supp. 1960). 
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1. Civil Suits 


Private civil actions under section 1983!” of the Civil Rights Act 
may be instituted against persons who act “under color of any statute” 
to deprive another of any rights, privileges or immunities protected or 
secured by the Constitution or laws of the United States. Persons 
guilty of such action shall be liable to the party injured in an action 
at law or in a suit in equity.’°? Protected here is the right of all quali- 
fied persons to vote in federal elections as well as the right not to be 
the subject of state-imposed racial discrimination in any election. Suits 
against registration officials for discrimination based on race are 
countenanced, and, to this extent at least, the section is constitu- 
tional.’°* Recent application of this section by the Supreme Court 
invests the act with greater vitality than the lower courts have ac- 
corded it in recent years.’ 

Section 1985’ affords similar causes of action for conspiracy to 
interfere with or deprive a person of his federal rights. However, this 
section was rendered practically useless by the Supreme Court’s de- 
cision in Collins v. Hardyman.' 

Section 1986’ allows a similar civil recovery against those who, 
having the power to prevent the commission of such acts, refuse or 
neglect to do so. 

2. Criminal Sanctions 


The two relevant criminal statutes are 18 U.S.C., sections 241'% 





101 Rey. Stat. § 1979 (1875), 42 U.S.C. § 1983 (1958) (derived from the Act of 
April 20, 1871, ch. 22, § 1, 17 Stat. 13). 

102 “Every person, who, under color of any statute, ordinance, regulation, custom, 
or usage, of any State or Territory, subjects, or causes to be subjected, any citizen of 
the United States or other person within the jurisdiction thereof to the deprivation of 
any rights, privileges, or immunities secured by the Constitution and laws, shall be liable 
to the party injured in an action at law, suit in equity, or other proper proceeding for 
redress.” Rev. Stat. § 1979 (1875), 42 U.S.C. § 1983 (1958). 

103 Lane v. Wilson, 307 U.S. 268 (1939) ; Myers v. Anderson, 238 U.S. 368 (1915); 
Elmore v. Rice, 72 F. Supp. 516 (E.D. S.C.), aff'd, 165 F.2d 387 (4th Cir. 1947), cert. 
denied, 333 U.S. 875 (1948). 

104 Monroe v. Pape, 365 U.S. 167 (1961). Chicago police officers were held liable 
to the aggrieved party under § 1983 for acts constituting an unreasonable search and 
seizure. 

105 Rev. Stat. § 1980 (1875), 42 U.S.C. § 1985(3) (1958) (derived from the Act 
of April 20, 1871, ch. 22, § 2, 17 Stat. 13). 

106 341 U.S. 651 (1951). 

107 Rev. Stat. § 1981 (1875), 42 U.S.C. § 1986 (1958) (derived from the Act of 
April 20, 1871, ch. 22, § 6, 17 Stat. 15). 

108 62 Stat. 696 (1948), 18 U.S.C. § 241 (1958): If two or more persons conspire 
to injure, oppress, threaten, or intimidate any citizen in the free exercise or enjoyment 
of any right or privilege secured to him by the Constitution or laws of the United 
States, or because of his having so exercised the same; or 
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and 242.’ Section 241 is directed against individuals without regard 
to their possible official capacity. It is immaterial that the defendant in 
a section 241 suit may be a state official; the fact that he is would not 
enlarge the rights of the complainant protected by the section."’® 

The scope of protection afforded by this section includes only 
those rights “secured by the Constitution and federal laws.” This 
clearly encompasses those rights created directly by the Constitution 
or by Congress in the exercise of its substantive powers.’ It is still 
doubtful, however, whether the federally protected rights guaranteed 
against state actions by the fourteenth amendment’s due process and 
equal protection clauses are incorporated into this section, even though 
the individuals involved had been acting under color of state laws. 
This issue confronted the Supreme Court in United States v. Wil- 
liams."* The Court divided evenly, four to four, on the question. 
Consequently, it would appear that the section is applicable only to 
state election officials who obstruct the registration of qualified Negroes 
to vote in federal elections. This result follows because the right to 
vote in a federal election arises from the citizen’s relationship with the 
federal government, while the right to be free from discrimination in 
any election is a right merely protected from state interference by the 
fifteenth amendment.'”® 

Section 242, like 42 U.S.C., section 1983, concerns action under 
color of law where either federally secured or protected rights are in- 
volved. The effectiveness of the protection under section 242 is limited 
by the requirement that the action be willful.’** 





If two or more persons go in disguise on the highway, or on the premises of another, 
with intent to prevent or hinder his free exercise or enjoyment of any right or privilege 
so secured— 

They shall be fined not more than $5,000 or imprisoned not more than 10 years, 
or both. 

109 62 Stat. 696 (1948), 18 U.S.C. § 242 (1958): Whoever, under color of any law, 
statute, ordinance, regulation, or custom, willfully subjects any inhabitant of any State, 
Territory, or District to the deprivation of any rights, privileges, or immunities secured 
or protected by the Constitution or laws of the United States, or to different punish- 
ments, pains, or penalties, on account of such inhabitant being an alien, or by reason 
of his color, or race, than are prescribed for the punishment of citizens, shall be fined 
not more than $1000 or imprisoned not more than one year, or both. 

110 United States v. Williams, 341 U.S. 70 (1951). 

111 E.g., United States v. Classic, 313 U.S. 299 (1941) (right to vote in and to 
have one’s vote counted in a federal election). 

112 341 U.S. 70 (1951). The defendants, acting under color of law, had obtained 
confessions by the use of force and were indicted under § 241 for having interfered with 
a right arising under the due process clause of the fourteenth amendment. 

113 See Note, 3 Race Rel. L. Rep. 133, 145-46 (1958). 

114 It was by a strict interpretation of the requirement of willful action that the 
Supreme Court warded off an attack on § 242 because of vagueness in Screws v. United 
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It would seem clear that the rights given under the due process, 
equal protection, and privileges and immunities clauses of the four- 
teenth amendment,’”* as well as those rights given by national citizen- 
ship and federal laws,'’® can be protected under this section, as under 
its civil counterpart, section 1983. Section 242 thus proscribes dis- 
criminatory application of voting criteria by state election officials in 
both state and federal elections. 


3. The Civil Rights Act of 1957 


The Civil Rights Act of 1957 consists, in essence, of four main 
provisions: 1) the creation of a Civil Rights Commission,’* 2) the 
addition of an Assistant Attorney General,'’* 3) further protection of 
voting rights,’’® and 4) the establishment of a limited right to trial by 
jury in cases of criminal contempt arising out of conduct prohibited by 
the act.’ 

Section 1971 provides that all citizens otherwise qualified to vote 
“shall be entitled and allowed to vote” in any election without regard 
to “race, color, or previous condition of servitude.”'** This declara- 
tion of right is implemented by subsection (c) of section 1971 which 
permits the Attorney General to institute a suit for preventive relief 
whenever any person has engaged or is about to engage in any act or 





States, 325 U.S. 91 (1945). But see Clark v. United States, 193 F.2d 294 (5th Cir. 1951) ; 
Koehler v. United States, 189 F.2d 711 (5th Cir. 1951); and Crews v. United States, 160 
F.2d 746 (5th Cir. 1947). In the recent case of Monroe v. Pape, 365 U.S. 167, 207 
(1961), Mr. Justice Frankfurter remarks that “even in the criminal area, the specific 
intent demanded by Screws has proved to be an abstraction serving the purposes of a 
constitutional need without impressing any actual restrictions upon the nature of the 
crime which the jury tries.” 

115 Terry v. Adams, 345 U.S. 461 (1953); Lane v. Wilson, 307 U.S. 268 (1939); 
Guinn v. United States, 238 U.S. 347 (1915); and United States v. Reese, 92 U.S. 214 
(1876), establish the proposition that “rights, privileges or immunities secured by the 
Constitution” include the rights of qualified persons to vote in any election free from 
discrimination imposed under color of state law. 

116 United States v. Classic, 313 U.S. 299 (1941), makes it clear that the right of 
qualified voters to cast their ballots for federal officials is secured by the Constitution, 
and that a willful denial of this right by state election officials is punishable under 
the section. 

117 71 Stat. 634 (1957), 42 U.S.C. §§ 1975-1975¢ (1958). 

118 71 Stat. 637 (1957), 5 U.S.C. § 295-1 (1958). 

119 71 Stat. 637 (1957), 42 U.S.C. §§ 1971(b)-(e) (1958). 

120 71 Stat. 638 (1957), 28 U.S.C. § 1861 (1958). 

121 71 Stat. 637 (1957), 42 U.S.C. § 1971(a) (1958), amending Rev. Stat. § 2004 
(1875). Section 1971 as originally enacted was designed to implement the fifteenth 
amendment. Cast in the form of a mere declaration of right, the original section carried 
no sanction but relied for enforcement upon the criminal and civil remedies discussed 


previously. 
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practice which could be contrary to any person’s right under the 
initial subsection.'* 


The initiation of injunctive suits by the Attorney General requires 
neither the consent of the individual whose rights are to be vindi- 
cated'** nor the exhaustion of whatever judicial or administrative reme- 
dies a state may require.’** Although prior statutes did not expressly 
require the exhaustion of state judicial remedies in suffrage cases,’** 
federal courts usually refused to review decisions of state administra- 
tive officials without a showing to that effect.’*° Temporary relief may 
now be granted before election day has passed. Adjudication of the 
constitutionality of state statutes under which the right to vote is 
denied may be obtained more promptly.’*” 


Persons disobeying such injunctions are subject to contempt pro- 
ceedings without a jury. However, the defendant may demand a trial 
de novo in a criminal contempt proceeding when the judge imposes a 
fine in excess of $300 or imprisonment of longer than forty-five days. 
Contempt committed in the presence of the court or by an officer of the 
court may be punished without affording the defendant a jury trial.'** 

The constitutionality of section 1971 was brought under attack in 
United States v. Raines'*® and in United States v. McElveen.*° A\l- 
though the former case was brought against state election officials, it 
was argued that the section could also be employed to punish private 
individuals for interfering with the rights of prospective Negro voters 
in state and local elections. Reasoning that Congress had only the 
power to regulate federal elections and to prohibit state action that 
denied individuals the right to vote on discriminatory grounds, the dis- 
trict court dismissed the action on the ground that the statute was 
unconstitutional. The district court in the latter case upheld the con- 





122 See generally, Comment, 43 Cornell L. Q. 661 (1958); Note, 71 Harv. L. Rev. 
573 (1958). 

123 H.R. Rep. No. 291, 85th Cong., Ist Sess. 55 (1957); H.R. Rep. No. 2187, 74th 
Cong., 2d Sess. 19, 78 (1956). 

124 71 Stat. 637 (1957), 42 U.S.C. § 1971(d) (1958). 

125 Originally it had been held, in at least one case, that the plaintiffs must exhaust 
all state administrative and judicial remedies. Trudeau v. Barnes, 65 F.2d 563 (Sth 
Cir.), cert. denied, 290 U.S. 659 (1933). Later the courts generally accepted the posi- 
tion that it was not necessary to exhaust state judicial remedies. Lane v. Wilson, 307 
US. 268 (1939). 

126 E.g., Peay v. Cox, 190 F.2d 123 (Sth Cir.), cert. denied, 342 U.S. 896 (1951). 

127 H.R. Rep. No. 291, 85th Cong., 1st Sess. 10-11 (1957). 

128 71 Stat. 638 (1957), 28 U.S.C. § 1861 (1958). 

129 172 F. Supp. 552 (M.D. Ga. 1959), rev’d, 362 U.S. 17, 189 F. Supp. 121 (M.D. 
Ga. 1960). 

130 177 F. Supp. 355 (E.D. La. 1959), 180 F. Supp. 10 (E.D. La. 1960), aff'd, sub 
nom. United States v. Thomas, 362 U.S. 531 (1960). 
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stitutionality of the section as applied to the actions of state officials 
and others acting under color of state law. 

Relying on the familiar rule that precludes consideration of con- 
stitutional issues not necessary under the facts presented by the case, 
the Supreme Court affirmed McElveen'*' and reversed the Raines 
decision.’** These decisions thus affirm the constitutionality of section 
1971 as applied to discriminatory treatment by registration officials. 


4. The Civil Rights Act of 1960 


Title VI of the 1960 act’** provides that the Attorney General 
shall first bring a civil suit under section 1971 of the 1957 Civil Rights 
Act to protect the Negroes’ right to vote. If such suit is successful, 
he can then ask the court to hold another adversary proceeding and 
make a separate finding that there was a “pattern or practice” of 
depriving Negroes in the area involved in the suit of their right to 
vote. When a court finds such a “pattern or practice,” any Negro 
living in the area may apply to the court to issue an order declaring 
him qualified to vote if he is able to prove: 1) that he was qualified 
to vote under state law; 2) that he had tried to register after the 
“pattern or practice” finding; and 3) that he had not been allowed 
to register or had been found unqualified by someone acting under 
color of state law.’** The court must hear the Negro’s application 
within ten days. Notification of the order, which is effective for a 
period as long as that for which the applicant would have been 
qualified to vote if registered under state law, is communicated to 
the appropriate state officials. Failure to comply subjects the official 
in question to contempt proceedings. 

To effectuate the act, the court may appoint one or more voting 
referees,’*° who must themselves be qualified voters in the judicial 





131 Sub nom. United States v. Thomas, 362 U.S. 58 (1960). 

132 362 U.S. 17 (1960). 

133 74 Stat. 90 (1960), 42 U'S.C.A. § 1971(e) (Supp. 1960). 

134 In United States v. Ass’n of Citizen’s Councils, Civil No. 7881, W.D. La., the 
Justice Department is seeking a determination by the district court that a pattern or 
practice of discrimination in voting registration exists. Appointment of a referee is being 
sought. Although the case was tried in November, 1960, no decision has been rendered 
as of this writing. For an earlier opinion in the case, see 187 F. Supp. 846 (W.D. La. 
1960). The Justice Department has also taken steps, without public announcement, 
toward naming of a referee in Terrell County, Georgia, but has thus far been unsuccessful. 
United States v. Raines, Civil No. 442, M.D. Ga., January 24, 1961. See The New York 
Times, June 8, 1960, p. 1, col. 8. 

135 The referees would have the powers conferred on court masters by Rule 53(c) 
of the Federal Rules of Civil Procedure to subpoena records, administer oaths, and cross 


examine witnesses. 
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district. Proceedings before the referees are intended to be simple. 
The referee must take the Negro’s application and proof in an ex 
parte proceeding. The referee must then report to the district court 
stating whether or not the applicant is qualified to vote and whether 
or not he has been denied the right to vote by state officials. Upon 
a finding favorable to the applicant, the district court will then order 
the Attorney General to transmit a show-cause order returnable within 
ten days to state election officials who may challenge the referee’s 
report. 

Either the court or the referee may decide the challenges in 
accordance with court-directed procedures. Challenges on points of 
law must be accompanied by a legal memorandum; challenges on 
points of fact must be accompanied by a verified copy of a public 
record or an affidavit by those with personal knowledge of the con- 
troverting evidence. The referee’s report is determinative in issues 
of the applicant’s literacy. If the court determines that the applicant 
is qualified, it issues to him a certificate stating his eligibility. Pro- 
visional orders may be issued to enable an applicant to vote pending 
determination of his application.’** 

In any suit instituted under these provisions, the state would be 
held responsible for the actions of its officials and, in the event state 
officials resign and are not replaced, the state itself could be sued.**” 

The 1960 act appears to be a clearly constitutional exercise of 
congressional power to regulate federal elections.’** Since eligible 
candidates are qualified to vote only after the district court has deter- 
mined that they have been discriminatorily denied the right to register 
or to vote by state action, the act seems to constitute “appropriate 
legislation” for the implementation of the fifteenth amendment, in- 
sofar as state and local elections are affected.’ 





136 If a Negro has applied for a court certificate twenty or more days prior to 
the election and such application has not been determined by election day, the court 
must allow him to vote provisionally, and impound his ballot pending a decision on his 
application. If he applies within twenty days of the election, the court has the option 
of whether or not to let him vote. 

137 Section 601(b), 74 Stat. 86 (1960), 42 U.S.C.A. § 1971(c) (Supp. 1960). How 
this section is to be enforced is not altogether clear. Moreover, in United States v. 
Alabama, 362 U.S. 602 (1960), the Supreme Court vacated the dismissal by the district 
court (267 F.2d 808) and remanded for further proceedings. In so doing the Court did 
not express any view upon the constitutionality of this section, thus leaving the issue 
open for subsequent determination. 362 U.S. at 604. 

138 See text supra at notes 75-82. 


139 [bid. 
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III. ContTINUVED OBSTACLES TO NEGRO VOTING 
A. Limited Coverage of Existing Legislation 


The catalogue of civil and criminal remedies related above would 
afford less than complete protection of suffrage rights even if they 
were not further impeded by practical difficulties. 

The civil sanctions, which seek to protect voting rights from 
infringement, are limited in their application to instances involving 
conspiracies or state action.’*° The criminal penalties that can be 
assessed against persons who intimidate others in the exercise of their 
voting rights purport to apply to any election.’*' Primary elections 
or conventions of a political party, however, are excluded by defi- 
nition.’*? Thus only when section 1971, which does include primaries, 
is combined with the criminal sanctions imposed by sections 241 and 
242 can prosecuting authorities reach proscribed election activities 
which occur in a primary election. As suggested earlier, these sec- 
tions are limited to the political machinery attendant upon federal 
elections or to action under color of state law.’** The Civil Rights 
Acts of 1957 and 1960 are similarly limited; on their face, they 
appear to extend only to interference by state action and not to acts 
of private discrimination. By judicial construction, their scope seems 
destined to remain thus limited.’* 


B. Reluctance to Prosecute 


The process of judicial enforcement of suffrage rights involves 
a number of inherent defects. The method of litigation as a remedy 
for discrimination in the voting rights field is considerably less than 
a panacea. Initially, many Negroes will be deterred from invoking 
these remedies by the fear of economic or physical retaliation.’*® 
Although the 1957 act does not require the consent of the individual 
whose rights are to be vindicated as a prerequisite to the initiation 
of injunctive suits by the Attorney General,’** the Justice Department 
is naturally reluctant to begin proceedings without a willing com- 





140 Rev. Stat. §§ 1979-81 (1875), 42 U.S.C. §§ 1983, 1985-86 (1958). 

141 62 Stat. 720 (1948), 18 U.S.C. § 594 (1958). 

142 62 Stat. 719 (1948) as amended, 18 U.S.C. § 591 (1958), sets forth definitions 
governing that part of the criminal code dealing with elections. 

143 See text supra at notes 101-16. 

144 United States v. Raines, 172 F. Supp. 552 (M.D. Ga. 1959), rev’d, 362 US. 17, 
189 F. Supp. 121 (M.D. Ga. 1960) ; United States v. McElveen, 177 F. Supp. 355 (E.D. 
La. 1959), 180 F. Supp. 10 (E.D. La.), aff'd, sub nom. United States v. Thomas, 362 
US. 58 (1960). 

145 See 103 Cong. Rec. 9800 (daily ed. July 8, 1957). 

146 H.R. Rep. No. 291, 85th Cong., Ist Sess. 55 (1957). Objections to this “novel” 
idea are voiced in H.R. Rep. No. 2187, 84th Cong., 2d Sess. 25 (1956). 
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plainant.’*? The Justice Department also entertains a fear of harden- 
ing resistance if litigation is pushed in areas where feeling is strong 
against the federal government.’** The 1960 act requires the indi- 
vidual complainant to claim discriminatory treatment at the hands 
of election officials and to request that the United States bring suit 
under section 1971(c).’*° Thus Negroes, to invoke the remedy of 
the act, must bring publicized charges against local public officials, 
thereby identifying the complainant as a target for coercion and 
intimidation.° Other Negroes who would avail themselves of a 
determination that a pattern of discrimination existed, must identify 
themselves to registration officials, and then to a referee and a district 
court. As the act contemplates an open hearing at some point, the 
complainants’ names cannot remain secret. 

The ultimate disposition of the Haywood County cases may well 
provide the most significant development yet achieved under the 1957 
act. The Sixth Circuit Court of Appeals ordered a preliminary in- 
junction against nearly seventy defendants based on evidence of 
threats, intimidation, and coercion.’ Violation of the restraining 
order would subject the offenders to punishment for contempt of 
court. Such a sanction may go far in alleviating, if not eliminating, 
some of the practical difficulties inherent in the judicial enforcement 
of suffrage rights. 

The civil remedies present an additional difficulty. It is doubtful 
that many individual Negroes can find the necessary resources re- 
quired to support such litigation. Even those individuals with suf- 
ficient financial resources are’ unlikely to institute lengthy and costly 
litigation merely to secure their franchise. The lower federal courts 
have thus far been unwilling to permit class suits as a solution to 
this dilemma.’®” 





147 However, Clarence Mitchell, an NAACP director, testified that the government’s 
failure to act was due not to an absence of complaints, but rather to an administrative 
decision not to bring suit unless victory was certain. 1959 Senate Hearings, pt. 1, at 
295-96. 

148 1959 Senate Hearings, pt. 1, at 223 (testimony of Attorney General Rogers). 

149 74 Stat. 90 (1960), 42 U.S.C.A. § 1971(c) (Supp. 1960). 

150 In addition to the Haywood County cases, supra note 25, see United States 
v. Deal, Civil No. 8132, W.D. La., in which eleven individuals and eleven corporations 
were charged with a violation of § 1971(b) by refusing to gin cotton for a Negro farmer 
after he had testified at the New Orleans hearing of the Commission on Civil Rights 
regarding his unsuccessful efforts to register and vote. The case has been continued in- 
definitely by stipulation of the parties. 

151 The New York Times, April 7, 1961, p. 17, col. 1. Supra note 25. 

152 Compare Reddix v. Lucky, 252 F.2d 930 (Sth Cir. 1958), with Sharp v. Lucky, 
252 F.2d 910 (5th Cir. 1958). 
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C. Difficulty of Locating Defendants 


Once the initial reluctance to institute proceedings is overcome, 
there yet remains the difficulty of locating the appropriate defendant. 
In the case of United States v. McElveen,’* Judge Wright notes that 
the registrar is an indispensable party to the granting of relief under 
section 1971(c).** Much publicity attends the efforts by the Civil 
Rights Commission or the FBI to secure evidence of voting rights 
discrimination." Registrars are consequently forewarned that a suit 
is to be instituted and may resign their office, thereby avoiding the 
litigation. 

In United States v. Alabama’® registrars Livingston and Rogers 
submitted their resignations during a controversy with the Civil 
Rights Commission.’** Two months later the Justice Department 
filed suit to force the registration of qualified Negroes in Macon 
County. The district court held’®* that the 1957 act did not authorize 
suits against impersonal entities such as the Board of Registrars or 
the State of Alabama and therefore dismissed the action. The court 
of appeals affirmed this disposition.?®® 

Confronted with this judicial construction of the 1957 act, the 
administration proposed,’® and Congress adopted, a provision in the 
1960 act authorizing suit against a state as a party defendant when 
the state registrars resign.1*' United States v. Alabama’™ was heard 





153 177 F. Supp. 355 (E.D. La. 1959), 180 F. Supp. 10 (E.D. La.), aff'd, sub nom. 
United States v. Thomas, 362 U.S. 58 (1960). 

154 177 F. Supp. at 357, citing Williams v. Fanning, 332 U.S. 490 (1947). 

155 Referring to the Montgomery, Alabama hearing by the Commission on 
December 8, 1958, the Commission Report notes that “two dozen newsmen sat at the 
press tables, and four television cameras whirred quietly in the rear.” Commission 
Report 75. 

156 171 F. Supp. 720 (M.D. Ala.) aff'd, 267 F.2d 808 (5th Cir. 1959), vacated and 
remanded, 362 U.S. 602, 188 F. Supp. 759 (M.D. Ala. 1960). 

157 Commission Report 69-97. 

158 171 F. Supp. 720 (M.D. Ala.), aff'd, 267 F.2d 808 (5th Cir. 1959), vacated and 
remanded, 362 U.S. 602, 188 F. Supp. 759 (M.D. Ala. 1960). 

159 267 F.2d 808 (5th Cir. 1959), vacated and remanded, 362 U.S. 602, 188 F. Supp. 
759 (M.D. Ala. 1960). 

160 The administration submitted an original and revised version of its proposal. 
The original proposal is contained in a number of bills introduced in both Houses of 
Congress. H.R. 10018, 86th Cong., 2d Sess. (Jan. 28, 1960, Congressman Goodell) ; 
H.R. 10034, 86th Cong., 2d Sess. (Jan. 28, 1960, Congressman Lindsay); H.R. 10035, 
86th Cong., 2d Sess. (Jan. 28, 1960, Congressman McCulloch); S. 3001, 86th Cong., 
2d Sess. (Feb. 8, 1960, Senator Dirksen). 

161 Section 601(b), 74 Stat. 86 (1960), 42 U.S.C.A. § 1971(c) (Supp. 1960): When- 
ever, in a proceeding instituted under this subsection any official of a State or subdivision 
thereof is alleged to have committed any act or practice constituting a deprivation of 
any right or privilege secured by subsection (a), the act or practice shall also be deemed 
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by the Supreme Court on May 2, 1960. On May 6, 1960, the Pres- 
ident signed the Civil Rights Act of 1960. The Court vacated the 
judgment of the lower court and remanded on the ground that the 
case must be decided “on the basis of the law now controlling.” In 
so doing, the Court did not reach the merits of the controversy, 
constitutional or otherwise. 

The 1960 act does not preclude the necessary delay involved in 
the case where new registrars are finally appointed. In such a situa- 
tion it would seem that the Department of Justice must wait until 
new evidence of a pattern or practice of discrimination by the new 
registrars can be developed. Just as the practice of resigning from 
the registration board in order not to register Negroes seems to be 
an accepted practice,’® similar resignation for the purpose of frus- 
trating judicial action seems most likely.’ 


D. Lack of Evidence 


It has often been difficult, if not impossible, to obtain the neces- 
sary evidence to present to a jury. The possibility of censure or 
retaliation by the white community may thwart the efforts of some 
Negroes to obtain testimony. Nevertheless, testimony of Negroes as 
to their treatment by white election officials can be obtained by the 
Justice Department in most cases.** Somehow, evidence must be 
presented to show that the registration officials, in administering the 
registration standards, exercised their broad discretion in bad faith, 
i.e., discriminatorily. Such evidence of bad faith is difficult to prove.’ 

Each of the sanctions previously considered is premised on the 
fact of discrimination because of race or color—the fact of a dif- 
ference in treatment accorded to Negroes from that accorded white 
persons. The evidence to establish such comparisons is extremely 
scarce for several reasons. Although recent cases tend to emphasize 
the importance of the registrar’s records as a basis for comparison,'® 





that of the State and the State may be joined as a party defendant and, if prior to the 
institution of such proceeding, such official has resigned or has been relieved of his 
office and no successor has assumed such office, the proceeding may be instituted against 
the State. 

162 362 U.S. 602 (1960). 

163 Sellers v. Wilson, 123 F. Supp. 917 (M.D. Ala. 1954); “Equality Before the 
Law: A Symposium on Civil Rights,” 54 Nw. U. L. Rev. 330, 369-70 (1959). 

164 1960 Senate Hearings 194. 

165 Commission Report 129-30. 

166 Putzel, “Federal Civil “Rights Enforcement: A Current Appraisal,” 99 U. Pa. L. 
Rev. 439, 451 (1951). 

167 “Analysis of a random sampling of 200 cards, 198 of which were of white 
persons, revealed that over 60% had such defects and inconsistencies [as did the chal- 
lenged Negro registrants], and the defendant Registrar, who has worked with all 
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many Southern registrars keep no records of rejected applicants.’ 
This requires thoughtful action by Negro complainants to obtain 
witnessed instances in which state officials acted improperly. Ala- 
bama’s hastily enacted legislation, intended to authorize registrars to 
dispose of their records after thirty days,’® has been partially circum- 
vented by title III of the 1960 act.’ The 1960 act, however, is 
devoid of any provision that would require registrars to make records 
in the first instance. 

Of the records available, many do not, on their face, disclose 
evidence of discriminatory application of such evasive standards as 
the literacy test. Moreover, Southern officials can often occasion 
critical delay in the delivery of these records once they are requested. 
The conduct of George C. Wallace, Judge of the Third Circuit Court 
of Alabama, is illustrative of this point.’*! On October 21, 1958, two 
investigators for the Civil Rights Commission sought to inspect cer- 
tain voting and registration records. Judge Wallace impounded the 
voter registration records of Barbour and Bullock counties. When 
served with a commission subpoena, Judge Wallace told the press: 
“They are not going to get the records. And if any agent of the 





registration cards since 1949, testified that at least 50% had such errors and omissions.” 
United States v. McElveen, 180 F. Supp. 10, 13 (E.D. La.), aff'd, sub nom. United States 
v. Thomas, 362 U.S. 58 (1960). 

168 1959 Senate Hearings, pt. 1, at 191 (testimony of Attorney General Rogers). 

169 Ala. Code tit. 17, § 31 (Supp. 1959) (approved February 24, 1959). 

170 74 Stat. 88 (1960), 42 U.S.C.A. § 1974 (Supp. 1960). Pursuant to this section, 
demands have been made for election records in seventeen counties or parishes in six 
states on the basis of information suggesting racial discrimination. In Jn re Palmer, No. 
10 Sundry, E.D. La., July 18, 1960, 5 Race Rel. L. Rep. 774-75 (1960), Judge J. Skelly 
Wright ordered compliance with the Justice Department’s request to inspect records in 
East Feliciana Parish, Louisiana. Defendant’s appeal has been abandoned. Civil No. 
18476, 5th Cir. Similarly, in In re Lucky and In re Manning, Civil Nos. 7971-72 (con- 
solidated), W.D. La., December 6, 1960, the court ordered compliance with the Depart- 
ment’s demand to inspect records in Ouachita and East Carroll Parishes. In In re 
Dinkens, 187 F. Supp. 848 (M.D. Ala. 1960), Judge Johnson granted the application 
to enforce a records demand in Montgomery County. On appeal the decision was 
affirmed, per curiam. 285 F.2d 430 (5th Cir. 1961). In In re Bruce, Civil No. 2390, S.D. 
Ala., and In re Lewis, Civil No. D-C-1-61, N.D. Miss., applications to enforce the 
government’s demands under title III in Wilcox County, Alabama, and Bolivar County, 
Mississippi, are pending. In In re Gallion, Civil No. 1011, N.D. Ala., January 23, 1961, 
and United States v. Hildreth, Civil No. 1012, N.D. Ala., January 23, 1961, an applica- 
tion for enforcement of the government’s demand to inspect records in Sumter County, 
Alabama, and a motion for injunction were filed. The court ruled in favor of the gov- 
ernment. , 

For an opinion involving the Department’s motion to preserve records under Rule 
34 of the Federal Rules of Civil Procedures see United States v. Ass’n of Citizens’ 
Councils, 187 F. Supp. 846 (W.D. La. 1960). 

171 Commission Report 70-71. 
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Civil Rights Commission comes down here to get them, they will be 
locked up.”’** The federal district court ordered Wallace to produce 
the records.'** Wallace responded with an elaborate game of hide 
and seek, delaying obedience to the court order by turning the records 
over to grand juries. In all, several months elapsed before the records 
were finally produced and examined. 

Direct testimony by white persons is extremely difficult to obtain 
in cases of this nature. Testimony can usually be obtained only 
through judicially applied coercion; even then the witness is most 
likely to be a hostile one, giving evasive answers to the questions 
propounded. Although the Civil Rights Section of the Justice Depart- 
ment may request the Federal Bureau of Investigation to conduct 
investigations into matters involving complaints of discrimination,’™ 
there is a feeling in some circles that this assistance is less than help- 
ful. The FBI, charged with responsibilities in many other areas,’” 
may well be reluctant to compromise its effectiveness in those areas 
with a spirited investigation into charges of discriminatory prac- 
tices.” 

The difficulties presented in obtaining evidence of discriminatory 
treatment have considerably prolonged the course of litigation. Dur- 
ing such postponement, the Justice Department may find its evidence 
evaporating due to coercion applied to potential witnesses by em- 
ployers, “citizens” councils, creditors, trades-people, and the local 
press.**7 

E. The Presumption of Innocence 


The Department of Justice over the years has encountered seri- 
ous difficulties in securing convictions for civil rights violations.’ 
Such prosecutive difficulties are compounded in cases of non-violent 





172 Jd. at 71, citing The Associated Press, night report from Montgomery, Dec. 5, 
1958. 

173 In re Wallace, 170 F. Supp. 63 (M.D. Ala. 1959). 

174 Commission Report 129-30. 

175 Hoover, “Cooperation: The Key to Effective Law Enforcement in America,” 12 
Syracuse L. Rev. 1 (1960). 

176 “ |. there are also indications that upon occasion investigations in this very 
difficult and highly specialized area have not measured up to the Bureau’s high standards 
in the handling of other types of cases.” Emerson and Haber, op. cit. supra note 60, at 
119. 

177 In one case in a deep southern state, a middle-class Negro who had courageously 
attempted to vote and to complain to the Department of Justice when he was refused 
access to the polls, subsequently became so afraid of reprisal that he indicated uncertainty 
whether he would be willing to testify in court. He asked if he should decide to testify 
to be given ample notice of the date so that he could first move his family out of the 
region. Report of the President’s Committee on Civil Rights, supra note 97, at 40. 

178 Putzel, supra note 166, at 449; Note, 47 Colum. L. Rev. 76, 96 (1947). 
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racial discrimination, common to the voting field.‘** The defendant 
in a civil rights case is quite often an influential citizen of his com- 
munity, while his victim is normally the opposite. 

Criminal prosecutions under sections 241 and 242 both require 
a verdict of guilty by a jury often sympathetic with the defendant.'*” 
Moreover, section 241 requires proof of a conspiracy. A single regis- 
trar, acting independently, will not be liable for discriminatory acts 
under this section. In a section 242 prosecution, the government must 
show that the defendant acted “wilfully,” intending to deprive the 
complainant of federal constitutional rights. Emphasis on willful 
violations of constitutional rights in the majority opinion in Screws v. 
United States’*' has had unfortunate effects.’** This requirement 
makes it easy for a judge unsympathetic to the prosecution to induce 
a jury to acquit, as actually happened in the retrial of the Screws 
case.** 

When section 1983 is employed to secure a money judgment, 
comparable difficulties are encountered, although the plaintiff is not 
required to show wilfulness, nor to convince the jury beyond a rea- 
sonable doubt. Suits for equitable relief under this section and under 
the acts of 1957 and 1960 avoid the barrier presented by juries sym- 
pathetic with the defendant. Under section 1971 election officials 
charged with discriminatory treatment of Negroes are tried before a 
federal judge who is presumably less apt to act on the basis of preju- 
dice. It should be noted, however, that federal judges in the South 
are under heavy fire from local groups in sit-in and school desegrega- 
tion cases. The extent to which these individuals can or should be 
further subjected to such abuse is highly questionable. 

The jury trial aspect of the contempt proceedings under the 1957 
act tends to weaken the effectiveness of this remedy as illustrated 
by the Wallace case previously considered. In that case the Justice 
Department was informally advised by Judge Johnson, the presiding 
federal judge, that 


he was unwilling to hold local Judge Wallace for contempt if 
forty-five days was the maximum penalty he could impose, since 
it was his feeling that this would enhance Judge Wallace’s politi- 
cal position in Alabama without visiting any effective punishment 
upon him.1*4 





179 Commission Report 130. 

180 Emerson and Haber, op. cit. supra note 60, at 120. 

181 325 US. 91 (1945). See Cohen, “The Screws Case: Federal Protection of Negro 
Rights,” 46 Colum. L. Rev. 94 (1946) ; Note, 55 Yale L.J. 576 (1946) ; Note, 44 Mich. L. 
Rev. 814 (1946); supra note 114. 

182 Putzel, supra note 166, at 450. 

183 See Carr, op. cit. supra note 89, at 114. 

184 106 Cong. Rec. 5684 (daily ed. Mar. 21, 1960). 
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Although the opinion makes it clear that Wallace failed to respond 
to the federal court order allowing inspection of registration and vot- 
ing records, Judge Johnson “found” that Wallace was not in contempt 
of court.’* 

F. Delay in the Courts 


Where law enforcement rests in the hands of judicial officers 
appointed from communities hostile to the law in question, there is 
a very real risk that the courts will be employed as an instrument 
of delay. Thus, in United States v. Raines,** the district court 
ignored the established policy of determining only the constitution- 
ality of acts as they applied to the case at bar’*’ and dismissed the 
complaint, holding the Civil Rights Act of 1957 invalid because it 
presumably authorized the Attorney General to seek an injunction 
against a private citizen for an individual act, divorced completely 
from state action. But the suit was brought to restrain Georgia elec- 
tion officials from depriving Negroes of the right to register and vote 
because of their race or color. On direct appeal by the government, 
the Supreme Court reversed the judgment of the lower court.’** In 
September, 1960, two years after the complaint had been filed and 
seventeen months after the lower court first acted, the government 
finally obtained a judgment on the merits, directing the Terrell 
County election officials to permit certain Negroes to vote and to 
refrain from discriminatory application of literacy tests.'*® 

Similar delays have resulted from the very nature of the adver- 
sary proceeding. For example, defense counsel in United States v. 
Alabama’ filed a motion to dismiss on fifty-four separate grounds. 
Fourteen months later, after the Supreme Court had disposed of these 
contentions’®’ and remanded the case, the Justice Department filed 
an amended complaint.’*? Again the defendants moved to dismiss, 
this time assigning over one hundred grounds for the motion.’® 





185 Jn re Wallace, 170 F. Supp. 63 (M.D. Ala. 1959). 

186 172 F. Supp. 552 (M.D. Ga. 1959), rev’d, 362 U.S. 17, 189 F. Supp. 121 (M.D. 
Ga. 1960). 

187 “The delicate power of pronouncing an Act of Congress unconstitutional is not 
to be exercised with reference to hypothetical cases thus imagined.” 362 U.S. 17, 22 
(1960). 

188 362 U.S. 17 (1960). 

189 189 F. Supp. 121 (M.D. Ga. 1960). 

199 171 F. Supp. 720 (M.D. Ala.), aff'd, 267 F.2d 808 (Sth Cir. 1959), vacated and 
remanded, 362 U.S. 602, 188 F. Supp. 759 (M.D. Ala. 1960). 

191 362 U.S. 602 (1960). 

192 The amended complaint alleged a “slow down” in processing Negroes for 
registration and discriminatory application of literacy tests to Negroes and general state 
failure to make it possible for many qualified Negroes to vote. 

193 188 F. Supp. 759, 760 (M.D. Ala. 1960). 
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Although few of these grounds merited serious consideration by the 
court,’** the Justice Department could ill afford to ignore any of 
them. Each must be researched, again at the cost of time. In the 
case of United States v. Alabama well over two years have elapsed 
since the initial complaint was filed and still no decision on the merits 
has been reached. Motions to dismiss have also served to prolong 
the litigation in United States v. Raines’® and United States v. 
McElveen.'* 


G. Limited Effect of Judgment 


Even if the foregoing obstacles can be surmounted, success in 
each of these suits would qualify only a limited number of Negroes. 
After two years of litigation, only four persons were registered as a 
result of United States v. Raines.'*" Successful prosecution under the 
1957 and 1960 acts guarantees only that the few Negroes actually 
named in the complaint will be registered. At most, the only Negroes 
who would be qualified by such a decree would be those within the 
voting subdivision administered by the defendant election officials. 

It is unrealistic to expect registrars in Bullock County, Alabama, 
to desist from discriminating merely because three registrars in adja- 
cent Macon County are placed under a court order. Under a pro- 
gram of judicial enforcement of voting rights we must anticipate that 
separate legal actions will be required in several hundred communi- 
ties throughout the South. Proceedings on this piecemeal, case-by- 
case, county-by-county basis can have only a minimal impact on the 
problem of getting significant numbers of qualified Negroes regis- 
tered to vote. 

IV. A BETTER SOLUTION 


If the present program of judicial enforcement cannot succeed 
in securing the franchise to the great majority of Southern Negroes, 
what alternative solutions may be presented? Numerous possibilities 
were advocated before the past Congress.’ Although none of these 
bills was wholly satisfactory,’®® they did suggest two approaches to 





194 Jbid. Judge Johnson disposes of all the objections in an opinion scarcely over 
two pages in length. 

195 172 F. Supp. 552 (M.D. Ga. 1959), rev’d, 362 U.S. 17, 189 F. Supp. 121 (M.D. 
Ga. 1960). 

196 177 F. Supp. 355 (E.D. La. 1959), 180 F. Supp. 10 (E.D. La.), aff'd, sub nom. 
United States v. Thomas, 362 U.S. 58 (1960). 

197 189 F. Supp. 121, 134-35 (M.D. Ga. 1960). 

198 E.g., S. 3001, S. 2814, S. 2785, S. 2783, 86th Cong., 2d Sess. (1960); S. 2722, 
S. 2719, S. 2684, S. 7535, S. 1084, S. 960, S. 957, S. 499, 86th Cong., 1st Sess. (1959). 

199 An analysis of the major plans is contained in Note, 46 Va. L. Rev. 945, 961-70 
(1960). 
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the problem that would avoid the difficulties inherent in the litigation 
of each incident of voting discrimination. Both of these approaches 
would remove the vast discretionary powers now enjoyed by those 
state officials who, as a class and according to a lengthy history, 
demonstrate a regrettable enthusiasm for abusing such powers. 

The first of these suggested approaches involves the replacement 
of local registrars with impartial federal referees. These individuals 
would be appointed by the President whenever he should believe it 
ncessary to secure the franchise to all qualified citizens. These ref- 
erees would assume all duties of the local registrar, including regis- 
tration of qualified voters and supervision of all primary and general 
elections involving congressional or presidential contests. A statute 
of this nature obviously avoids the several obstacles inherent in judi- 
cial enforcement. Its success would rest in the hands of the Chief 
Executive. A hesitant approach or a reluctance to exercise the powers 
vested in him would frustrate the effectiveness of this approach. 

The major weakness of such a proposal lies in its restricted 
scope. Under the provisions of article I, section 4 of the Constitution 
the federal referees would be restricted to the realm of federal elec- 
tions.2°° Where state and federal elections are merged the states 
would be obligated to adhere to the federal standards. The Southern 
states would be free, however, to establish separate procedures for 
state elections, and it is not unlikely that they would do so. At this 
point article I, section 4 would have spent its force,”°' and Congress 
would be relegated to the provisions of the fifteenth amendment. 
Congress could authorize the appointment of federal referees by the 
President upon a determination by him that discriminatory practices 
affecting the electoral process existed.?* Local elections could thus 
be regulated, but in each instance the appointment would be subject 
to challenge on “constitutional fact” questions.*” Thus it is difficult 
to envision federal legislation that could effectively reach local elec- 
tions without an ultimate judicial determination that discriminatory 
conduct was engaged in by persons acting under color of law. 

More uniform and democratic suffrage may be established 





200 See text supra at notes 78-82. 

201 United States v. Classic, 313 U.S. 299 (1941). 

202 Alternatively, this power might be delegated to an administrative body con- 
stituted for that purpose. 

203 The powers granted Congress by the fifteenth (like the fourteenth) amendment 
are not plenary, but are restricted by the terms of § 1 of the amendment. United States 
v. Classic, 313 U.S. 299 (1941); Civil Rights Cases, 109 U.S. 3 (1883). Thus it is 
necessary to determine 1) the existence of discriminatory conduct on account of race 
or color, and 2) that such conduct was engaged in by persons acting under color of law. 
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throughout the United States by a constitutional amendment*™ to 
read as follows: 
Section 1. Every citizen of the United States of the age of twenty- 
one years or older who has resided in any State or Territory six 
months and in the voting precinct three months, immediately be- 
fore offering to vote, shall be entitled to vote at any primary elec- 
tion or other election therein, in which candidates for any public 
office are nominated or elected, except that the privilege of voting 
shall not extend to persons in confinement for crime nor to persons 
adjudicated insane of mind. 
Section 2. Congress shall have power to enforce this Article by 
appropriate legislation.?° 


Previous constitutional amendments have merely outlawed par- 
ticular kinds of requirements, thus leaving the states free to establish 
their qualifications upon the right to vote. As suggested previously, 
most denials of the right to vote are today accomplished through dis- 
criminatory application and administration of such state laws.*°* The 
difficulties inherent in establishing to the satisfaction of a court the 
existence of discrimination in a given case have been related. “It 
appears to be impossible to enforce an impartial administration of 
literacy tests now in force in some states, for, where there is a will 
to discriminate, these tests provide the way.””°" 

Every one of the qualifications contained in the proposed amend- 
ment is drawn from the present law of one, all, or many states.?” 
By prohibiting complex voting requirements and providing clear, 
simple and easily enforceable standards, it is submitted that this 
would be the ultimate step toward free and universal suffrage. 


John C. McDonald 





204 Commission Report 144. 

205 McGovney, op. cit. supra note 5, at 181. 
206 Supra note 10. 

207 Commission Report 143. 

208 McGovney, op. cit. supra note 5, at 181. 











RECENT DEVELOPMENTS 


FEDERAL LAW GOVERNS A FOREIGN CORPORATION'S 
PRESENCE IN A STATE IN A DIVERSITY ACTION 


Jaftex Corp. v. Randolph Mills, Inc. 
282 F.2d 508 (2d Cir. 1960) 


Plaintiff commenced an action in a federal district court in New York 
based on diversity of citizenship against two New York corporations to 
recover for personal injuries. One defendant sought to implead a North 
Carolina corporation as a third-party defendant. Process against the North 
Carolina corporation was served in New York on a New York corporation 
acting as a selling agent in New York for the North Carolina corporation. 
The federal district court granted a motion to vacate service on the ground 
that the North Carolina corporation was not present in the forum under 
New York law. The court of appeals in reversing held that the determi- 
nation of a foreign corporation’s presence in a district, for purposes of 
service of process, is a procedural matter and accordingly must be determined 
by the federal standard. 

In order to obtain a valid judgment, a court must have jurisdiction 
over the person of the defendant.! Unless otherwise provided by Congress, 
personal jurisdiction is obtained by service of process in the state in which 
the federal court is sitting.* Accordingly, a corporation must be present, 
i.e., doing business, in the state amenable to process.* Since a corporation 
is an abstraction, numerous tests have been developed to determine when 
a corporation is “present” in a state.‘ 

A recurrent problem in federal diversity litigation has been that of 
determining whether a federal court is bound by the state standard with 
respect to presence of a corporation when the state standard is more re- 
strictive that the federal standard. Neither courts® not commentators® 
are in agreement. 


1 Pennoyer v. Neff, 95 U.S. (5 Otto) 714 (1877). 

2 Fed. R. Civ. P. 4(f). 

3 International Shoe Co. v. Wash., 326 U.S. 310 (1945); Bank of America v. 
Whitney Cent. Nat’l Bank, 261 U.S. 171 (1923); Philadelphia & R. R.R. v. McKibbin, 
243 US. 264 (1917); Cf., Dickinson Farm Mortgage Co. v. Harry, 273 US. 119 
(1927); Barrow S.S. Co. v. Kane, 170 U.S. 100 (1897); 2 Moore, Federal Practice 969 
(2d ed. 1948). 

4 For a discussion of “doing business” tests, see Note, 21 Ohio St. L.J. 126 (1960). 

5 For a lengthy discussion and citation of cases, see Kenny v. Alaska Airlines, 
Inc., 132 F. Supp. 838 (S.D. Cal. 1955); Note, 40 Minn. L. Rev. 715 (1956). 

6 Compare 1 Moore, Federal Practice 4.25 (2d ed. 1948) with 1 Barron & 
Holtzoff, Federal Practice and Procedure 605, 696 (Wright ed. 1960). See also Com- 
ment, 56 Colum. L. Rev. 394 (1956); Comment, 30 Ind. L.J. 324 (1955); Comment, 
4 Wayne L. Rev. 164 (1958); Note, 5 Duke L.J. 129 (1956); Note, 69 Harv. L. Rev. 
508 (1956); Note, 40 Minn. L. Rev. 715 (1956); Note, 34 St. John’s L. Rev. 146 
(1959); Note, 67 Yale L.J. 1094 (1958); Hart and Wechsler, The Federal Courts 
and the Federal System 960, 961 (1953). 
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The federal courts have, generally, taken one of two approaches.* 
First, some courts rely on Rule 4(d)(7) of the Federal Rules of Civil 
Procedure*® which provides that service may also be made “. . . in the 
manner prescribed by the law of the state... .’® This language is 
said to include the state’s concept of “doing business.’”’® Thus, in Pulson 
v. American Rolling Mill Co.'' a two step analysis was used: (1) Did the 
state provide for bringing the corporation into its courts? (2) Was this 
within due process limitations? At the same time, it seems clear that Rule 
4(d)(7) deals with only the manner or mechanical aspects of service on 
corporate defendants and does not deal with their amenability to process.!* 

The courts using the second approach invoke the familiar procedural- 
substantive dichotomy of Erie R.R. v. Tompkins.° The courts in this 
category, which hold that state law governs a corporation’s amenability 
to process,!* rigidly apply the outcome-determinative test of Guaranty 
Trust Co. v. York.® The result is that if the corporation is not amenable 
to service from a state court, it is likewise not amenable to service from 
a federal court sitting in the same state. Some courts avoid such rigid ap- 





7 A third approach is taken in Satterfield v. Lehigh Valley R.R., 128 F. Supp. 
669, 670 (S.D.N.Y. 1955). This court relies on the “doing business” language on 
the venue statute, 28 U.S.C. § 1391(c)(1958), as equally applicable to service of 
process on a corporation. This is arguable under an historical approach since the 
venue and service of process requirements were treated together from the Judiciary 
Act of 1789, 1 Stat. 79, until the revision of the Judicial Code, 62 Stat. 869, in 
1948 when the venue section went to 28 U.S.C. § 1391 and service to 28 U.S.C. 
$ 1693. See Barrett, “Venue and Service of Process in the Federal Courts—Suggestions 
for Reform,” 7 Vand. L. Rev. 608, 619 (1954); See also Hart & Wechsler, op. cit. supra 
note 6. 

8 Fed. R. Civ. P. 4(d)(7). 

9 Ibid. 

10 Pulson v. American Rolling Mill Co., 170 F.2d 193 (1st Cir. 1948); Accord, 
Stanga v. McCormick Shipping Corp., 268 F.2d 544 (Sth Cir. 1959); Florio v. 
Power Tool Corp., 248 F.2d 367 (3d Cir. 1957); Robert v. Evans Case Co., 218 F.2d 
893 (7th Cir. 1955); Electrical Equip. Co. v. Hamm Dragage Co., 217 F.2d 656 (8th 
Cir. 1954); Schmidt v. Esquire, Inc., 210 F.2d 908, 915 (7th Cir. 1954); Harris v. 
Deere & Co., 128 F. Supp. 799, 802 (E.D.N.C. 1955). 

11 170 F.2d 193 (1st Cir. 1948). 

12 See Fed. R. Civ. P. 82; Barron & Hotzoff, Federal Practice and Procedure 
318, 319 (Rule Ed. 1950); 2 Moore, Federal Practice 969, 970 (1948). See also 
Scholnik v. National Airlines, Inc., 219 F.2d 115, 120 (6th Cir. 1955); Gravely 
Motor Plow & Cultivator Co. v. Carter Co., 193 F.2d 158, 159 (9th Cir. 1951); see 
also Kenny v. Alaska Airlines, supra note 5, at 843. 

13 304 U.S. 64 (1938). 

14 Smith v. Ford Gum & Mach. Co., 212 F.2d 581 (5th Cir. 1954); Robbins 
v. Benjamin Air Rifle Co., 209 F.2d 173 (Sth Cir. 1954); Partin v. Michaels Bronze 
Co., 202 F.2d 541 (3d Cir. 1953); Canvas Fabricators, Inc. v. Hooper & Sons Co., 199 
F.2d 485 (7th Cir. 1952); Steinway v. Majestic Amusement Co., 179 F.2d 681 (10th Cir. 
1949); Jenkins v. Dell Publishing Co., 130 F. Supp. 104 (W.D. Pa. 1955); Kenny v. 
Alaska Airlines, Inc., supra note 5. 

15 326 U.S. 99 (1945). 
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plication of the outcome-determinative test and hold this matter is pro- 
cedural for the purposes of Erie.'® 

The Supreme Court has not passed squarely on the application of 
the Erie principle to this problem. However, some indications of the scope 
of the Erie doctrine are apparent. To avoid a conceptual application of 
Erie the Supreme Court held that state practice must be followed where 
it will substantially affect the outcome of the litigation.’ The outcome 
test has been applied even as to form and mode of litigation.'* In Angel 
v. Bullington,’ a case involving a state statute forbidding a claim for 
deficiency judgment in a mortgage foreclosure action, the Court held 
that federal courts must follow state practice. A similar result was reached 
in Woods v. Interstate Realty Co.*° where the statute required that a 
corporation register with the state as a prerequisite to bringing an action. 
In both Angel and Woods, permitting the actions to be maintained in a 
federal forum would have thwarted declared state policies. 

The court in the principal case relied on Byrd v. Blue Ridge Rural 
Electric Co-op.24 where the federal procedure of jury determination of a 
factual question was followed in the face of a state workmen’s compen- 
sation statute which allocated this function to the judge. Byrd appears to 
modify the outcome-determinative test used under Erie insofar as it says: 

Were outcome the only consideration a strong case might appear 

for saying the federal courts should follow state practice. But 


there are affirmative countervailing considerations . .. . The 
federal system is an independent system for administering justice 
to litigants who properly invoke its jurisdiction . . .. The 


policy of uniform enforcement of state-created rights and obli- 
gations cannot in every case exact compliance with a state rule— 
not bound up with rights and obligations . . . .”* 





16 See, e.g., Scholnik v. National Airlines, Inc., supra note 12; French v. Gibbs 
Corp., 189 F.2d 787 (2d Cir. 1951); Latimer v. S/A Industrias Reunidas F. Matarazzo, 
175 F.2d 184 (2d Cir.), cert. denied, 338 U.S. 867 (1949); Echeverry v. Kellogg Switch- 
board & Supply Co., 175 F.2d 900 (2d Cir. 1949); Bach v. Friden Calculating Machine 
Co., 167 F.2d 679 (6th Cir. 1948); Lasky v. Norfolk & W. Ry., 157 F.2d 674 (6th Cir. 
1946); Jacobowitz v. Tompson 141 F.2d 115 (2d Cir. 1944); General Elec. Co. 
v. Masters Mail Order Co., 122 F. Supp. 797 (S.D.N.Y. 1954); Ackerly v. Com- 
mercial Credit Co., 111 F. Supp. 92 (D.N.J. 1953); Pike v. New England Grey- 
hound Lines, Inc., 93 F. Supp. 669 (D. Mass. 1950); Cf., Sarpiro, Inc. v. New York 
Cent. R.R., 152 F. Supp. 722 (E.D. Mich. 1957), noted in 67 Yale L.J. 1094 (1958). 
This decision was based solely on Riverback Lab. v. Hardwood Prod. Corp., 350 US. 
1003 (1956), in which the Supreme Court reversed (per curiam) the Seventh Circuit 
(220 F.2d 465), which had taken the view that state law governed. However, that 
opinion appears to be too brief to be conclusive. See Kurland, “Mr. Justice Frankfurter, 
The Supreme Court and the Erie Doctrine in Diversity Cases,” 67 Yale L.J. 187, 211-i2 
(1957). 

17 Guaranty Trust Co. of New York v. York, 326 U.S. 99 (1945). 

18 Bernhardt v. Polygraphic Co., Inc., 350 U.S. 198 (1955). 

19 330 U.S. 183 (1947). 

20 337 U.S. 535 (1949). 

21 356 US. 525 (1957). 

22 Jd. at 537. 
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Thus, the court appears to suggest that an interest-weighing test®* be used 
in this “gray zone” between substance and procedure. 

The counterbalancing consideration here is the desirability of per- 
mitting the federal system to establish its own jurisdictional requirements.** 
The policy of Erie, which is to achieve uniformity of result between federal 
and state courts sitting in the same state,?° cannot be seriously offended by 
making the “doing business” requirement procedural. At the same time, 
uniformity in the operation of federal courts would be promoted. 

The interest to be considered on the opposite side is the state policy 
underlying the state rule and its relation to the Erie rule. The state standard 
of “doing business” is not bound up with the cause of action; the existence 
of the cause of action still depends on the law of the state. The court 
in the instant case indicated that the only result of using the outcome 
test is to force the action into a North Carolina federal court and thus, to 
deny the litigants the procedural advantage of third-party practice available 
in federal diversity actions. Since the decision of /nternational Shoe Co. v. 
Washington*® many courts have broadened their “doing business” con- 
cept.27 This would indicate that there is no restrictive policy in many 
states. However, if there were a “door-closing” statute it could represent 





23 The concurring opinion in the principal case suggests that the Byrd case was 
based on the seventh amendment and thus not applicable to any other situation. But 
see, “The Supreme Court, 1957 Term,” 72 Harv. L. Rev. 77, 147-50 (1958). See also, Hill, 
“The Erie Doctrine and the Constitution,” 53 Nw. U.L. Rev. 541, 601-09 (1958). 

24 Barrows S.S. Co. v. Kane, supra note 3 at 100-11; Partin v. Michaels Bronze 
Co. (concurring opinion), supra note 14. Mr. Justice Rutledge dissenting in Cohen v. 
Beneficial Indust. Loan Co., 337 U.S. 541, 559 (1949), was the first to suggest an 
interest-weighing test. “. .. [T]he real question is not whether the separation [sub- 
stance-procedure] shall be made but how it shall be made: whether mechanically by 
reference to whether the state’s courts’ doors are open or closed, or by a consideration 
of the policies of Erie with Congress’ power to govern the incidents of litigation in 
diversity suits.” 

25 Cohen v. Beneficial Indust. Loan Co., 337 U.S. 541, 556 (1949); Ragan v. 
Merchant’s Transfer & Warehouse Co., 337 U.S. 530, 532 (1949); Woods v. Inter- 
state Realty Co., 337 U.S. 535, 538 (1949); Guaranty Trust Co. of New York v. 
York, supra note 17, at 101-02. 

26 326 U.S. 310 (1945). In this case the Supreme Court held that the fourteenth 
amendment required that state jurisdiction be asserted only over those foreign 
corporations which have certain minimum contacts with the forum so that “the 
maintenance of the suit does not offend ‘traditional notions of fair play and substantial 
justice.’ ” 

27 See, State v. Harrison, 74 So. 2d. 371 (Fla. 1954); Schilling v. Roux Distilling 
Co., 240 Minn. 71, 59 N.W.2d 907 (1953), Davis-Wood Lumber Co. v. Ladner, 210 
Miss. 863, 50 So. 2d 615 (1951); Wooster v. Tremont Mfg. Co., 356 Mo. 682, 203 
S$.W.2d 411 (1947); Grace v. Proctor & Gamble Co., 95 N.H. 74, 57 A.2d 619 (1948). 

In Perkins v. Benquet Consol. Mining Co., 342 U.S. 437 (1952), the Supreme 
Court, finding that a dismissal by the Supreme Court of Ohio was based on consti- 
tutional fears, held that jurisdiction could be maintained without violating due 
process. On remand, 158 Ohio St. 145, 107 N.E.2d 203 (1952), the Ohio Supreme Court, 
sustained jurisdiction stating that there was general agreement that jurisdiction might 
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a legitimate state policy and thus govern diversity actions in federal court.2* 
The considerations of effective judical administration are clearly more 
weighty and suggest that the question of a foreign corporation’s presence to 
permit service of process be declared a procedural matter within the Erie 
dichotomy. Moreover, it would seem that litigants having access to the 
federal court system on the ground of diversity of citizenship should be 
entitled to the essentials of a trial according to federal standards.?® 

The main point of conflict between the majority and the concurring 
opinion in the principal case is the absence of legislative support for inter- 
preting this as a procedural rule. It seems clear that Congress could make 
this a rule of procedure.*® However, it would also seem clear that the 
policy of Erie could be undercut by either a statute or a judicial decision 
affecting matters outside the federal ambit.** 

The majority suggests that under a proper historical approach the 
“doing business” requirement has a statutory basis. “. . . [T]he federal 
principal of personal service in the district [now the state] goes gack to the 
statute creating the federal courts [and] . . . the mere fact that pre-Erie 
cases have interpreted and defined the principle . . . does not hide its 
statutory basis.’°* Therefore, it is argued that this is a traditional federal 
practice and should be continued under Erie. 

The situation needs clarfication, but above all, the extent of the Erie 
doctrine must be resolved. Heretofore, the courts in dealing with this 
problem have not weighed the competing interests or viewed the problem 
in historical perspective. This case, then, should help in alleviating some 
of the confusion in this area of the law. 





be sustained in the present situation. But see, Pulson v. American Rolling Mill Co., 
supra note 10, at 195; Ackerly v. Commercial Credit Co., 111 F. Supp. 92, 98 (D.N.J. 
1953). 

The assumption in the principal case, and in other cases originating in federal 
court, is that International Shoe also expresses the federal test. E.g., Latimer v. S/A 
Industrias Reunidas F. Matarazzo, supra note 16; Bach v. Friden Calculating Mach. 
Co., supra note 16; Clover Leaf Freight Lines, Inc. v. Pacific Coast Wholesalers 
Ass’n, 166 F.2d 626 (7th Cir.), cert. denied, 335 U.S. 823 (1947). Hanley Co. v. 
Buffalo Forge Co., 89 F. Supp. 246 (W.D. Pa. 1950); Smith v. Hall, 79 F. Supp. 
473 (N.D. Tex. 1948). 

28 A state desiring to encourage foreign corporations who would do only a 
minimum of business to come into the state might do so by limiting their amena- 
bility to suit. Such a statute promoting a legitimate interest could represent a 
substantive policy protected by the Erie principle. 

29 See Barrow S.S. Co. v. Kane, supra note 3, at 100-11; Partin v. Michael’s 
Bronze Co. (concurring opinion), supra note 14. 

30 Tovino v. Waterson, 274 F.2d 41 (2d Cir. 1959), cert. denied, 362 U.S. 949 (1960) ; 
D’Onofrio Constr. Co. v. Recon Co., 255 F.2d 904 (1st Cir. 1958); Sampson v. 
Channell, 110 F.2d 754 (1st Cir.), cert. denied, 310 U.S. 650 (1940). But cf. Bernhardt 
v. Polygraphic Co., supra note 18. See also Hill, “The Erie Doctrine and the Constitu- 
tion,” 53 Nw. U.L. Rev. 436-37 (1958). 

31 See generally, Hart, “The Relations Between State and Federal Law,” 45 
Colum. L. Rev. 489. 

32 Jaftex Corp. v. Randolph Mills, Inc., 282 F.2d 508, 516 (2d Cir. 1960). 








RIGHTS AGAINST FOREIGN AIRLINES UNDER THE 
DEATH ON THE HIGH SEAS ACT CLARIFIED 


Bergeron v. K. L. M. 
188 F. Supp. 594 (S.D.N.Y. 1960) 


An airplane operated by K. L. M., the Royal Dutch airline, crashed 
into the Atlantic Ocean while enroute from Shannon, Ireland to New York. 
The personal representative of one of the victims of the crash brought 
actions under sections one and four of the Death on the High Seas Act,} 
in addition to an action at law based upon a right of action granted by 
Dutch law. The respondent moved to dismiss the action under section one 
and the action at law. The court upheld the motion on both actions. 


The major question involved in the case was the availability of the 
cause of action created by section one of the act: 


§ 1. Right of action; where and by whom brought 

Whenever the death of a person shall be caused by wrongful 
act, neglect, or default occurring on the high seas beyond a marine 
league from the shore of any State, or the District of Columbia, 
or the Territories or dependencies of the United States,? the per- 
sonal representative of the decedent may maintain a suit for 
damages in the district courts of the United States, in admiralty, 
for the exclusive benefit of the decedent’s wife, husband, parent, 
child, or dependent relative against the vessel, person, or corpo- 
ration which would have been liable if death had not ensued.* 


The respondent airline argued that the action provided by this section is 
not available against foreign respondents, due to the presence of section 
four of the act: 


§ 4. Right of action given by laws of foreign countries 

Whenever a right of action is granted by the law of any 
foreign State on account of death by wrongful act, neglect, or 
default occurring upon the high seas, such right may be maintained 
in an appropriate action in admiralty in the courts of the United 
States without abatement in respect to the amount for which 
recovery is authorized, any statute of the United States to the 
contrary notwithstanding.‘ 


The availability of the action provided by section one has occasioned 
considerable confusion. The question has achieved real importance where 





1 41 Stat. 537 (1920), 46 U.S.C. §§ 761-68 (1958). 

2 It has been held that a maritime tort is deemed to occur, not where the wrongful 
act or omission has its inception, but where the impact of the act or omission pro- 
duces such injury as to give rise to a cause of action. Noel v. Airponents, Inc., 
169 F. Supp. 348, 350 (D.N.J. 1958); Wilson v. Transocean Airlines, 121 F. Supp. 
85, 92 (N.D. Cal. 1954). 

3 41 Stat. 537 (1920), 46 U.S.C. § 761 (1958). 

4 41 Stat. 537 (1920), 46 U.S.C. § 764 (1958). 
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the foreign right has been barred by a short statute of limitations® or 
has been otherwise unavailable. Any approach to the problem requires 
an assessment of congressional intent in order to answer two distinct ques- 
tions: (1) is the section one action to be restricted to suits against domestic 
respondents? and (2) does the existence of a foreign right of action pre- 
clude the use of section one, even though the first question has been 
answered in the negative? 

The leading case concerned with interpretation of broad statutory 
language in a maritime act is Lauritzen v. Larsen.’ That case deals with 
the words “any seaman” in the Jones Act.* The libellant was a Danish 
citizen injured aboard a Danish vessel in Cuban waters. Finding no evidence 
of the intended breadth of this language in legislative history, the Court 
“borrowed” the tools of choice of law in order to supply that intent. The 
Court found in the case before it seven factors important as “contacts” 
providing bases for choice of law.® A great deal of emphasis was placed 
upon “the law of the carrier’s flag.’”"° The reasons underlying this emphasis 
are peculiarly applicable to questions of maritime law: 


Each state under international law may determine for itself 
the conditions on which it will grant its nationality to a merchant 
ship, thereby accepting responsibility for it and acquiring author- 
ity over it. ... “And so by comity it came to be generally 
understood among civilized nations that all matters of discipline 
and ali things done on board which affected only the vessel or 
those belonging to her, and did not involve the peace or dignity of 
the country, or the tranquility of the port, should be left by the 
local government to be dealt with by the authorities of the nation 
to which the vessel belonged as the laws of that nation or the 
interests of its commerce should require ... .”" 


It must be noted that the Court selected its contacts and assigned them 
various weights in accordance with the situation before it. The Court 
recognized that a degree of flexibility is necessary to this approach: 


The criteria, in general, appear to be arrived at from weighing 
of the significance of one or more connecting factors between the 
shipping transaction regulated and the national interest served by 
the assertion of authority. . . . We therefore review the several 





5 The Vestris, 53 F.2d 847 (S.D.N.Y. 1931). See also The Vulcania, 32 F. Supp. 
815, 816 (S.D.N.Y. 1940). 

6 Noel v. Airponents, Inc., supra note 2; Fernandez v. Linea Aeropostal 
Venezolana, 156 F. Supp. 94 (S.D.N.Y. 1957); Iafrate v. Compagnie Générale Trans- 
atlantique, 106 F. Supp. 619 (S.D.N.Y. 1952); The Vulcania, supra note 5. 

7 345 US. 571 (1952). 

8 Jones Act § 20, 38 Stat. 1185 (1915), as amended, 46 U.S.C. § 688 (1958). 

9 These were: (1) place of the wrongful act, (2) law of the flag, (3) allegiance 
or domicile of the injured party, (4) allegiance of the defendant shipowner, (5) place 
of contract, (6) inaccessability of the foreign forum, and (7) the law of the forum. 
The Court placed very little weight upon the last three contacts. 345 U.S. at 583-92. 

10 345 US. at 585-86. 

11 J[bid. 
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factors which, alone or in combination, are generally conceded to 
influence choice of law to govern a tort claim, particulary a mari- 
time tort claim, and the weight and significance accorded them.!” 


The approach outlined in Lauritzen, therefore, must be applied with a 
view toward the specific context, rather than by mechanically applying 
the factors and their relative weights set out there. 

The principal case concerns a situation requiring the application of 
the Lauritzen approach. The terms of the statute’s coverage are extremely 
broad and legislative history is of no aid in assertaining the limits of its 
coverage. The context of the principal case concerns all the same contacts 
outlined in Lauritzen; however, the relative importance of those contacts 
must shift radically. Unlike Lauritzen, this case concerns an aircraft rather 
than a seagoing vessel. For this reason great emphasis cannot properly be 
placed upon “law of the flag,” as reasons for the peculiar applicability 
of that contact disappear when ships are not involved. The “law of the 
flag” doctrine arose in an age when ships were out of port for months and 
away from home for years.’ It loses much of its relevance under con- 
ditions of modern air travel involving only brief contact between carrier 
and passenger.'* Indeed, courts have not consistently applied the doctrine 
in aircraft cases. One of the doctrine’s purposes was to establish liability for 
shipboard injury in foreign waters;'® yet it has been widely held that the 
“law of the place” governs torts occurring on aircraft over land or terri- 
torial seas.‘* Furthermore, courts have differentiated between ships and 
aircraft when applying other admiralty doctrines.‘7 Additionally, the 
federal statute sanctioning limitation of shipowners’ liability does not cover 
airlines;'* thus any congressional policy of discrimination against owners 





12 Jd. at 582 (emphasis added). In addition, the Court, in discussing the weight 
of each factor individually, does consider elements of the situation before the Court. 
Id. at 583-92. 

13 Higgins & Colombos, International Law of the Sea 212-13 (3d ed. 1954) 
(floating-territory doctrine traced to 1752); 1 Moore, Digest of International Law 
933 (1906). See Note, 67 Yale L.J. 1445, 1454 (1958). 

14 McNair, Law of the Air 110 (2d. ed. 1953); Honig, Legal Status of Aircraft 
98-99 (1956). 

15 See, ¢.g., Markakis v. Liberian S/S The Mparmpa Christos, 161 F. Supp. 
487, 504 (S.D.N.Y. 1958). But see Uravic v. F. Jarka Co., 282 US. 234 (1931); 
Shorter v. Bermuda and West Indies S.S. Co., 57 F.2d 313 (S.D.N.Y. 1932). 

16 See, e.g., Komlos v. Air France, 209 F.2d 436 (2d Cir. 1953), cert. denied, 
348 U.S. 820 (1954); Werkley v. K.L.M., 111 F. Supp. 300 (S.D.N.Y. 1951). 

17 E.g., Foss v. The Crawford Bros. No. 2, 215 Fed. 269 (W.D. Wash. 1914) 
(maritime salvage and repair lien not applicable to aircraft). See also Air Commerce 
Act § 7(a), 44 Stat. 572 (1926), as amended, 49 U.S.C. § 177(a) (1952) (“the navi- 
gation and shipping laws of the United States ... shall not be construed to apply 
to seaplanes or other aircraft... .”); Comment, 55 Colum. L. Rev. 907, 919 (1955); 
Note, 67 Yale L.J. 1445, 1457 (1958). Under international law airplanes do not 
have the right accorded ships to innocent passage over territorial waters. McDougal 
& Burke, “Crisis in the Law of the Sea: Community Perspective Versus National 
Egoism,” 67 Yale L.J. 539, 579 (1958). 

18 Noakes v. Imperial Airways, Ltd. 29 F. Supp. 412 (S.D.N.Y. 1939) (act 
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of alien vessels would not be frustrated by limiting the emphasis to be 
placed upon “law of the flag.’’?® 

A recent decision adopted the Lauritzen analysis where the applica- 
bility of section one of the Death on the High Seas Act was in question.?° 
That decision recognized the need for shifting emphasis in accordance with 
the specific situation, and did not follow the primacy accorded “law of the 
flag” by Lauritzen. The Bergeron court also adopts this approach. The 
court notes approvingly the decisions allowing section one actions against 
foreign respondents where the libellant has not successfully pleaded a 
section four action.*1 Thus, the court answers our first question in the 
negative—section one is mot to be restricted to suits against domestic re- 
spondents, but shall be available upon a finding of a preponderance of 
relevant contacts. 

This court, however, takes the Lauritzen approach one step beyond 
previous cases. The approach is used in solving the relationship between 
sections one and four. This is accomplished by treating the existence of 
a section four action as one of the factors to be considered in deciding the 
applicability of section one. Section four is construed as embodying a 
congressional policy favoring application of foreign law whenever that law 
provides the libellant an action.?? An additional relevant contact thus has 
been added to the weighing and balancing process. 

The Bergeron court stated that this was the first case in which the 
question of the relationship between sections one and four has been squarely 
before the court.?* While several previous cases have discussed the question, 
Bergeron classifies these discussions as dicta, on the ground that no foreign 
right was available in those cases.2* However, although there was some 
evidence in those cases that no foreign right was available, no such finding 
was made by any of those courts. Those courts have attempted to solve the 
problem by interpreting the language of the two sections. Such attempts 





limiting shipowners’ liability not applicable to owner of aircraft). See also Note, 
67 Yale L.J. 1445, 1457 (1958). 

19 The Vestris, supra note 5. See also S. Rep. No. 216, 66th Cong., 1st Sess. 5 
(1919); Note, 71 Harv. L. Rev. 1152, 1154 (1958); Note, 67 Yale L.J. 1445, 1448-49 
(1958). 

20 Noel v. Airponents, Inc., supra note 2. But see Fernandez v. Linea Aeropostal 
Venezolana, supra note 6 (where a “substantive-procedural” test is followed; section 
one declared “procedural,” and therefore available in all cases as the law of the forum). 
See also Iafrate v. Compagnie Générale Transatlantique, supra note 6 (assumed with- 
out discussion that section one is available against foreign respondents; no conflicts 
test applied). One very recent case has flatly rejected the Lauritzen approach. The 
court narrowly construed § 1 to cover only actions against American flag carriers. The 
court left open the question of a § 1 action where a foreign right of action is not 
available. Bergeron and other recent cases were ignored. Noel v. United Aircraft Corp., 
191 F. Supp. 557 (D. Del. 1961). 

21 Bergeron v. K.L.M., 188 F. Supp. 594, 595-96 (S.D.N.Y. 1960). 

22 Jd. at 597. 

23 Id. at 596. 

24 Ibid. See, e.g., cases cited in supra note 20. 
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have resulted in confusion and conflict: some courts have held the sections 
to be mutually exclusive; others have held both sections to be available.*® 

It is submitted that Bergeron has taken the proper approach in apply- 
ing the Lauritzen analysis to this problem. Nowhere in the language of 
these sections can one find any clear evidence of Congress having expressed 
any intent as to this relationship. Legislative history is of no assistance, 
and use of this approach nicely “ties together” provisions concerning foreign 
and domestic actions. 

This decision provides a method of discerning the relationship between 
sections one and four; it also helps resolve conflict over the interpretation 
of section four itself. The interpretation placed upon this section is 
obviously crucial to the outcome when the Lauritzen approach is applied to 
section one. The permissive verb “may” opens to doubt any interpretation 
finding a policy definitely favoring the application of available foreign law. 
However, the Bergeron court advances convincing arguments for its inter- 
pretation: 


It is certainly anomalous for the representative of a decedent 
who died on a foreign vessel to have two bases for recovery, while 
the representative of a decedent dying on an American vessel is 
limited to a single cause of action under section one. It is most 
difficult to attribute such an intent to Congress. It seems clear 
that the primary purpose for the enactment of the Death on the 
High Seas Act was to assure that there would be some recovery for 
the wrongful death of American citizens dying in disasters on the 
high seas.?® 


While conflicting interpretations might be supportable to some degree,?? 
the Bergeron interpretation appears to follow the principal policy under- 
lying the passage of the act. If future decisions will follow this interpre- 
tation, much of the conflict in this area will be resolved. 

There is little agreement upon the other question decided in Bergeron: 
the maintenance of an action at law based upon the foreign right of action. 
A series of decisions has held such an action to be available despite the 
use of the words “in an appropriate action in admiralty” in section four.?* 
These cases hold that section four created an admiralty action in addition 





25 Holding the sections to be mutually exclusive: The Vulcania, 32 F. Supp. 815 
(S.D.N.Y. 1940), 41 F. Supp. 849 (1941); The Vestris, supra note 5. Holding both 
sections available: cases cited in supra note 20. Note that all these cases were before 
the District Court for the Southern District of New York. 

26 Bergeron v. K.L.M., supra note 21, at 596-97. See also The Vestris, supra 
note 25; Robinson, “Wrongful Death in Admiralty and the Conflict of Laws,” 36 
Colum. L. Rev. 406 (1936); Comment, 41 Cornell L.Q. 243 (1956). 

27 See, e.g., Fernandez v. Linea Aeropostal Venezolana, supra note 6. 

28 See, e.g., Sierra v. Pan-American World Airways, Inc., 107 F. Supp. 519 
(D.P.R. 1952); Powers v. Cunard SS. Co. Ltd, 32 F.2d 720 (S.D.N.Y. 1925); 
Bergden v. Trawler Cambridge, 319 Mass. 315, 65 N.E.2d 533 (1946); Wyman v. 
Pan-American Airways, Inc., 1941 Am. Mar. Cas. 483 (N.Y. Sup. Ct.), aff'd, 262 
App. Div. 995, 30 N.Y.S.2d. 816 (1941); Elliot v. Steinfeldt, 254 App. Div. 739, 4 
N.Y.S.2d 9 (1938). 











1961] RECENT DEVELOPMENTS 431 


to the action at law. Another line of cases has held that section four intends 
the admiralty action to be the only action available.2® Writers on the 
subject similarly disagree on this question, each stating flatly that one or 
the other of these views is “the law.’’°° This is also a question of legislative 
intent, but legislative history is ambiguous and has been construed to 
support either view.* Thus the courts are left to construe the ambiguous 
terms of the statute. Bergeron follows the cases disallowing the action, 
largely because allowing the action makes a jury trial available in the 
action against the foreign respondent, while jury trial remains unavail- 
able in admiralty actions against domestic respondents.** The court also 
noted “the administrative difficulties in allowing claims based on identical 
statutes to be brought in the same action both at law, with a jury, and in 
admiralty, without a jury... .”% 

Confusion has been the keynote of suits brought under the Death on 
the High Seas Act for the past two decades. Courts have reached a 
measure of agreement only in the application of Lauritzen’s “contacts” to 
the action under section one to determine “which law” shall apply. The 
Bergeron court appears to have settled much of the confusion on the re- 
lationship between sections one and four. It has brought to the inquiry 
a test flexible enough to meet all situations, and a test which explains much 
of the conflict in previous decisions. The court has followed this with a 
reasonable interpretation of section four: one which—if followed—can 
eliminate much of the remaining confusion. 

There has been a similar lack of agreement on availability of the 
action at law. The reasoning of Bergeron is persuasive, but does little to 
help ascertain congressional intent. So long as the provision of the act 
is ambiguous on this point no agreement can be expected, since courts put 
emphasis on different, equally persuasive, factors lying outside the statute.** 

The questions involving the interpretation of section four could best 
be resolved by legislative determination. The present terms are ambiguous, 
and there is no certainty that courts will follow Bergeron’s interpretation 
of section four. 

Congress can do a great service to transoceanic air passengers by 
making separate provision for aviation deaths on the high seas. Tenuous 





29 See, e.g., D’Aleman v. Pan-American World Airways, Inc., 259 F.2d 493 (2d Cir. 
1958) ; Noel v. Linea Aeropostal Venezolana, 247 F.2d 677 (2d Cir.), cert. denied, 355 
U.S. 907 (1957); Wilson v. Transocean Airlines, supra note 2. See also Romero v. 
International Terminal Operating Co., 358 U.S. 354 (1959) (dictum in n. 25 and n. 28). 

30 Supporting the restricted view: Edelman, Maritime Injury and Death 139 
(1960); Comment, 41 Cornell L.Q. 243, 248-49 (1956). Supporting the other view: 
Benedict, Admiralty 382 (6th ed. 1940); Robinson, Admiralty Law 141-43 (1939). 

31 See Wilson v. Transocean Airlines, supra note 2. 

32 Bergeron v. K.L.M., supra note 21, at 598. 

33 [bid. 

34 Compare Wilson v. Transocean Airlines, supra note 2, with Elliot v. Steinfeldt, 
supra note 28. 
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and unpopular*® analogies between transoceanic air and sea commerce, 
supporting the application of admiralty doctrines to aviation cases, can 
be avoided by provision of a true “air law” applicable to these cases. 
This would afford Congress an opportunity clearly to state and implement 
policies drafted with a consideration of the requirements and factual circum- 
stances of modern aviation. 





35 Fernandez v. Linea Aeropostal Venezolana, supra note 6; Note, 67 Yale 
L.J. 1445 (1958). See also McNair, Law of the Air 107-16 (2d ed. 1953). 











FINDING FOR DEFENDANT IN WRONGFUL DEATH 
ACTION PRECLUDES SUBSEQUENT PERSONAL 
INJURY SUIT BY STATUTORY BENEFICIARY 


Brinkman v. The Baltimore &% Ohio Railroad Co. 
111 Ohio App. 317, 172 N.E.2d 154 (1960) 


This action was brought by the next friend of a minor to recover 
damages for personal injuries sustained when an automobile in which the 
minor and her mother were passengers was struck at a crossing by a train 
operated by defendant. The mother was killed, and in a prior wrongful 
death action brought by the administrator of the mother’s estate, a verdict 
was returned in favor of the defendant. In the wrongful death action, 
the girl, her brother, and her sister were the statutory beneficiaries. In this 
separate action for personal injuries, the defendant set up the defense of res 
judicata and estoppel by judgment, based upon the verdict in the wrongful 
death action which established that the defendant was not negligent. The 
defense was allowed and on appeal the judgment was affirmed. 

A great many courts and legal writers treat “res judicata” and “estoppel 
by judgment” as synonymous. Technically speaking, this is not proper 
although both doctrines have the effect of preventing the relitigation of 
a prior determination.’ This effect finds its justification in the public policy 
of protecting the defendant from harassment and society from multiplicity 
of litigation.” 

In an evaluation of this decision, it must be determined whether the 
result can be supported by the defense of res judicata or estoppel by 
judgment. Under res judicata, a final judgment or decree of a court of 
competent jurisdiction upon the merits is a bar to any subsequent suit 
between the same parties or their privies upon the same cause of action 
and is conclusive as to all matters germane thereto that were or could have 
been raised. The principle of estoppel by judgment, however, is applicable 
where the two causes of action are different, in which case the judgment in 
the first suit only estops the parties or their privies from litigating in the 
second suit issues common to both causes of action which were actually 
adjudicated in the prior litigation.* 

In the instant case it appears that the court based its decision on both 
estoppel by judgment and res judicata. The court seems to have recognized 





1 Gordon v. Gordon, 59 So. 2d 40 (Fla. 1952); Charles, “Res Adjudicata and 
Estoppel by Judgment,” 32 Wis. Bar Bull. 16 (June, 1959). 

2 Mansker v. Dealers Transp. Co., 160 Ohio St. 255, 116 N.E.2d 3 (1953); 
Annot., 23 A.L.R.2d 710 (1952); Note, 1952 U. Ill. L.F. 306; 52 Mich. L. Rev. 289 
(1953). 

3 Cromwell v. County of Sac., 94 U.S. 351 (1877); Gordon v. Gordon, supra 
note 1; Mansker v. Dealers Transp. Co., supra note 2. See also Vasu v. Kohlers, Inc., 
145 Ohio St. 321, 61 N.E.2d 707 (1945); Scott, “Collateral Estoppel by Judgment,” 
56 Harv. L. Rev. 1 (1942). 
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the distinction between the two defenses by referring to Gordon v. Gordon,‘ 
but does not clearly apply the distinction in arriving at its decision. 

The matter or point in dispute may be the same in two actions, and yet 
involve different causes of action, in which case res judicata is not applicable 
and a prior judgment is no bar to the second action.® In the factual situation 
out of which the principal case arose, there were two separate and distinct 
causes of action, one for the wrongful death of the mother and one for the 
personal injuries suffered by the girl. However, the factor of the defend- 
ant’s negligence was common to both actions. Since it was decided that the 
defendant was not negligent in the wrongful death suit, the issue of the 
defendant’s negligence is permanently determined between the parties to 
the wrongful death suit or their privies. However, each person injured 
in an accident is entitled to litigate the issue of defendant’s negligence 
without regard to prior litigation by other persons injured in the same 
accident.’ Therefore the plaintiff in the present case would have to be 
considered a party to the previous suit or a privy of a party if the finding 
on negligence is to be binding on her by the operation of estoppel by 
judgment. The plaintiff would also have to be considered a party in the 
same capacity in both cases since a judgment is not conclusive as to a mate- 
rial fact adjudicated unless the second action is not only between the same 
parties but also between them in the same capacity.® 

The wrongful death action referred to above was brought under the 
Ohio wrongful death statute which provides that “an action for wrongful 
death must be brought in the name of the personal representative of the 
deceased person, but shall be for the exclusive benefit of the surviving 
spouse, the children, and other next of kin of the decedent.’ The personal 
representative has no interest in the recovery.'° 

From the wording of this statute the court argues that there was 
identity of parties in the two causes of action. Identity of parties is not a 
mere matter of form but of substance. Courts look beyond the nominal 
party whose name appears formally on the record and treat the one whose 
interests are involved in litigation as the real party in interest.11 The 





4 Gordon v. Gordon, supra note 1. 

5 Kraut v. Cleveland Ry., 132 Ohio St. 125, 5 N.E.2d 324 (1936); Nixon v. 
Ogg, 53 Ohio St. 361, 42 N.E. 32 (1895); Hollywood Cartage Co. v. Wheeling & L.E. 
Ry., 85 Ohio App. 182, 88 N.E.2d 278 (1948); Wharton v. Pollock, 49 Ohio App. 
443, 197 N.E. 379 (1934). ’ 

6 Gibson v. Solomon, 136 Ohio St. 101, 23 N.E.2d 996 (1939); Mahoning 
Valley Ry. v. Van Alstine, Adm’r, 77 Ohio St. 395, 83 N.E. 601 (1908); Keith v. 
Willers Truck Serv., 64 S.D. 274, 266 N.W. 256 (1936). 

7 Annot., 23 A.L.R.2d 710 (1952). In Ohio this is true even between husband and 
wife. See Kraut v. Cleveland Ry., supra note 5. 

8 Gibson v. Solomon, supra note 6; Annot., 170 A.L.R. 1180 (1947); 30 Am. 
Jur. “Judgments” § 398 (1958). 

9 Ohio Rev. Code § 2125.02 (1953). 

10 Steel v. Kurtz, 28 Ohio St. 191 (1876). 

11 Gibson v. Solomon, supra note 6; Keith v. Willers Truck Serv., supra note 6; 
Annot., 125 A.L.R. 908 (1940). 
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representative in the wrongful death action was the “trustee” for the bene- 
ficiaries,!* and whenever an action may be properly maintained or defended 
by a trustee in his representative capacity without joining the beneficiaries, 
the latter are necessarily bound by any resulting judgment.’* From this the 
court reasons that the plaintiff is precluded from relitigating the issue of 
defendant’s negligence in the principal case. 

It appears that this result is a product of the failure of this court and 
previous courts to properly differentiate estoppel by judgment and res 
judicata, and in particular, their failure to appreciate the differing sig- 
nificance of representation in the operation of the two principles. 

As stated before, for either res judicata or estoppel by judgment to 
operate, the general rule requires identity of parties in each suit, or at least 
privity. The term “parties” has been said to include all who are directly 
interested in the subject matter of a suit and who have a right to make 
a defense, control the proceedings, examine and cross-examine witnesses, 
and appeal from the judgment.’ Where it appears that a person, though 
not actually a party, is so represented by an actual party that his interests 
receive complete and efficient protection, he is held to be in privity with 
the actual party with respect to the cause of action upon which the judgment 
is based, and the decree or judgment is binding upon him through the 
operation of the doctrine of res judicata.’® 

Thus it is not unfair that the statutory beneficiary of a wrongful 
death action should be bound by an adjudication of the cause of action 
giving rise to the suit. It is in fact essential that the beneficiary should be 
so bound; otherwise the defendant would be harassed by repeated wrongful 
death actions. However, it is quite another matter to say that the wrongful 
death beneficiary is also bound, by the principle of estoppel by judgment, 
as to a determination of a material issue affecting his cause of action for 
his own personal injuries, incurred in the same accident causing the death. 
If the wrongful death beneficiary had no control over the wrongful death 
action, it is unfair to preclude him, by a determination in that action, from 
relitigating a common issue in a subsequent personal injury action. On the 
other hand it is not unfair to the tortfeasor to permit the beneficiary to 
relitigate the issues, as a tortfeasor often must do so against successive 
adversaries. 

This kind of privity by representation, sometimes appropriate in the 
application of res judicata, has been carried into the area of estoppel by 
judgment in two situations by Ohio courts. In Haines v. Cincinnati Inter- 





12 Chicago, R.I. & P. Ry. v. Schendel, Adm’r, 270 U.S. 611 (1925); Douglas, 
Adm’r v. Daniels Bros. Coal Co., 135 Ohio St. 641, 22 N.E.2d 195 (1939); Wolf, 
Adm’r v. Lake Erie & W. Ry., 55 Ohio St. 517, 45 N.E. 708 (1896); Gibson 
v. Solomon, 30 Ohio L. Abs. 666 (Ct. App.), afd, 136 Ohio St. 101, 23 N.E.2d 996 
(1939). 

13 Steel v. Kurtz, supra note 10; Gibson v. Solomon, supra note 12. 

14 Gallagher v. Harrison, 86 Ohio App. 73, 88 N.E.2d 589 (1949), appeal 
dismissed, 152 Ohio St. 254, 88 N.E.2d 921 (1949); 1 Freeman, Judgments § 430 
(5th ed. 1925); 32 Ohio Jur. 2d “Judgments” § 322 (1958). 

15 Gibson v. Solomon, supra note 12; 1 Freeman op. cit. supra note 14, at § 435. 
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urban Co.,‘® Haines, his wife and child were riding in a buggy which 
collided with the defendant’s car. An action by Haines for personal injuries 
resulted in a verdict for the defendant. The determination of the issue of the 
defendant’s negligence was allowed as a bar to Haines’ right to benefit 
from a recovery against the defendant in a wrongful death action for 
the death of his wife. The decision can be justified by the fact that Haines 
controlled the first suit that determined the question of defendant’s 
negligence. This fact also appears to distinguish the case from the principal 
case. 

In Gibson v. Solomon,!* Solomon, as administrator, sued Gibson for 
the wrongful death of his wife. Solomon was ruled out as a beneficiary be- 
cause of his own contributory negligence, but the verdict was otherwise for 
Solomon in his capacity as administrator. Subsequently Gibson sued Solomon 
for her personal injuries sustained in the accident, resulting in a judgment 
for Solomon. The court stated that the question of negligence could not be 
relitigated by either party. The fact that Solomon, as administrator, in 
the first suit had control over the action in which the question of negligence 
was determined appears at least to some extent to justify the decision, and 
distinguishes the case from the principal case.'® 

It appears that by its holding in the principal case, the court is extending 
the doctrine of estoppel by judgment far beyond its logical bounds. The 
acceptance of the dissenting opinion of Judge Ross in the court of appeals 
in Gibson v. Solomon would have confined estoppel by judgment within its 
proper limits: 

. though represented by the administrator, they (the benefici- 


aries) are not parties. . . . A beneficiary is not entitled to be repre- 
sented by counsel. . . . He can file no pleadings. He cannot appeal 
from the judgment. . . . The plaintiff in the instant action is en- 


titled to have that (his) culpability made a matter of exclusive liti- 
gation not connected with other issues.!® 


A hypothetical case will illustrate the possible ramifications of the 
principal case. Suppose a beneficiary in a wrongful death action, who was 
permanently injured himself in the accident causing the death, has only a 
small interest in any recovery that might be allowed. Would it not create 
a great injustice to hold that a decision on the negligence issue favorable 
to the defendant in the wrongful death action, over which the beneficiary 
had no contre! and in which he has only a very slight interest, would pre- 
clude this beneficiary from litigating that issue in a subsequent suit for 
his own personal injuries? 

In the principal case the court appears to consider only the policy of 
protecting the defendant from harassment and the public from multi- 
plicity of suits, without regard to the fact that the rights of the parties should 





16 Haines v. Cincinnati Interurban Co., 7 Ohio L. Rep. 48, 31 Ohio C.C.R. 
(n.s.) 265 (Ct. App. 1909). 

17 Gibson v. Solomon, supra note 6. 

18 For an annotation discussing the Gibson case which disagrees with this 
position, see Annot., 125 A.L.R. 908 (1940). 

19 Gibson v. Solomon, supra note 12. 
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be determined. The court apparently ignores the fundamental right of every 
person to have his day in court. This right is denied unwittingly when a 
litigant is denied recovery on her individual cause of action by reason of a 
determination rendered in a suit on a different cause of action over which 
she had no control. The extension of the doctrine of estoppel by judgment, 
by the uncritical application of principles appropriate only to res judicata, 
should be discontinued. The doctrine of estoppel by judgment should be 
confined within its proper limits so as to prevent the possibility of injustice 
in situations like the one present in the principal case. 








RIGHT OF PRIVACY — RELATIVE'S INTEREST IN A 
DECEASED'S NAME OR LIKENESS 


Bradley v. Cowles Magazines, Inc. 
26 Ill. App. 2d 331, 168 N.E.2d 64 (1960) 


Plaintiff brought suit to recover from the publisher of Look magazine 
for invasion of right of privacy. The basis of the action was defendant’s 
publication of two articles relating the facts of the highly publicized kid- 
nap-murder of plaintiff's son, a fourteen-year old Chicago youth. The 
articles mentioned the mother only with regard to her being notified of the 
kidnapping of her son. No picture or other description of the plaintiff was 
included. The Illinois court of appeals, in affirming the lower court, held 
that the complaint failed to state a cause of action. The court stated that 
the subject matter of the article was a matter of legitimate public news 
interest and that the mother could not recover when she herself was not 
featured or substantially publicized. 

The tort of invasion of privacy is relatively new. Since the appearance 
of The Right of Privacy in 1890,! authored by Warren and Brandeis, the 
tort has received general recognition in most states. However, there is 
still considerable confusion as to the nature and extent of the tort.® 

The interest protected by the right of privacy is one’s right “to be let 
alone, to be free from unwarranted publicity, and to live without un- 
warranted interference by the public in matters with which the public is 
not necessarily concerned.’* However, the actual injury to plaintiff in most 
cases involves nothing more than mental anguish.® Truth is not a defense,® 
nor is a showing of physical harm or pecuniary loss necessary to collect 
damages.’ While the real injury in many right of privacy cases is that of 
mental anguish, invasion of the right of privacy constitutes a tort separate 
from the intentional infliction of mental distress. Although these two 
theories of recovery often overlap,* mental distress caused by a publication 





1 Warren and Brandeis, “The Right to Privacy,” 4 Harv. L. Rev. 193 (1890). 

2 Prosser states in a recent article that the right of privacy is now accepted in 
twenty-six states plus the District of Columbia, would probably be accepted in seven 
additional states, is accepted in a limited form in four states, and has been rejected 
by the courts of four states. Prosser, “Privacy,” 48 Calif. L. Rev. 383, 386-88 (1960). 

3 Description of the “disarray” in right of privacy will be found in Prosser, 
“Privacy,” 48 Calif. L. Rev. 383 (1960). The entire article contains a thorough analysis 
of the historical development and present state of the law of right of privacy. 

4 Syllabus 1, Housh v. Peth, 165 Ohio St. 35, 133 N.E.2d 340 (1956). For another 
definition of the interest protected, see Restatement, Torts § 867 (1939). 

5 Restatement, Torts § 867, comment b (1939). 

6 Melvin v. Reid, 112 Cal. App. 285, 297 Pac. 91 (Ct. App. 1931). 

7 Pavesich v. New England Life Ins. Co., 122 Ga. 190, 50 S.E. 68 (1905); Rhodes 
v. Graham, 238 Ky. 225, 37 S.W.2d 46 (1931); Brents v. Morgan, 221 Ky. 765, 299 
S.W. 967 (1927); Housh v. Peth, supra note 4. 

8 See Prosser, Torts § 97, at 639 (2d ed. 1955). 
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has generally been treated under the categories of libel, slander, or right 
of privacy, and not as intentional infliction of mental distress.® 

The Illinois courts had previously recognized the right of privacy in 
a case involving an unauthorized commercial use of plaintiff’s picture in 
an advertisement’? and allowed recovery for the unauthorized use of plain- 
tiff’s picture in a featured article in a magazine."* In both these cases the 
plaintiff was alive when the picture was used. In denying recovery in the 
principal case, the court seems to have rested its decision both on the fact 
that plaintiff herself was not featured or substantially publicized and that 
the subject matter of the article was privileged due to its public news value.’ 

However, since the court in denying recovery stressed the fact that 
the plaintiff herself was not featured or substantially publicized, this case 
might well be used to support the proposition that in absence of substantial 
publicity given a plaintiff personally, no recovery can be allowed a person 
for publication of offensive publicity concerning his deceased relative. There 
is substantial support for this view.'* 

An alternate theory—the “relational right of privacy”’—was not con- 
sidered by the court. Under this theory the unprivileged use of the name 
or likeness of a deceased relative is recognized as an invasion of the per- 
sonal rights of the plaintiff, notwithstanding the fact that plaintiff’s 
personal name or likeness is not used at all. It is assumed because of the 
close family relationship of plaintiff to the deceased, that plaintiff has an 
interest protected by law in the deceased’s name or likeness. 

Although many courts have denied recovery in cases concerning publicity 
given deceased persons, a few have allowed recovery and it seems clear that 
courts achieve a similar result in the analogous area relating to the mutilation 
of dead bodies. This area has not developed as part of the law of right 
of privacy. Yet the theory underlying recovery for mutilation is analogous 
to the theory supporting recovery for the unprivileged use of the deceased’s 
name or likeness in that both concern activity directed against the deceased. 





® See Prosser, op. cit. supra note 8, at §§ 11, 97. 

10 Eick v. Perk Dog Food Co., 347 Ill. App. 293, 106 N.E.2d 742 (1952). 

11 Annerino v. Dell Publishing Co., 17 Ill. App. 2d 205, 149 N.E.2d 761 (1958). 

12 Since the subject matter of the article was an already well publicized murder 
involving racial tension, the entire article might well be privileged due to its dealing 
with matters of legitimate public news interest. The privilege to print that in which 
the public has a legitimate news interest is well established in the law. Elmhurst v. 
Pearson, 153 F.2d 467 (D.C. Cir. 1946); Metter v. Los Angeles Examiner, 35 Cal. 
App. 2d 304, 95 P.2d 491 (Ct. App. 1939); Jones v. Herald Post Co., 230 Ky. 
227, 18 S.W.2d 972 (1929). In Abernathy v. Thornton, 263 Ala. 496, 83 So. 2d 235 
(1955) and Smith v. Doss, 251 Ala. 250, 37 So. 2d 118 (1948), the name or likeness 
of plaintiffs’ deceased was published, although the names or likenesses of plaintiffs 
themselves were not published at all. The courts denied recovery entirely on the 
basis that the subject matter was privileged due to its public news value. 

13 James v. Screen Gems, Inc., 174 Cal. App. 2d 650, 344 P.2d 799 (Ct. App. 
1959); Kelly v. Johnson Publishing Co., 160 Cal. App. 2d 718, 325 P.2d 659 (Ct. 
App. 1958); Kelley v. Post Publishing Co., 327 Mass. 275, 98 N.E.2d 286 (1951); 
Atkinson v. Doherty & Co., 121 Mich. 372, 80 N.W. 285 (1899); Schuyler v. Curtis, 
147 N.Y. 434, 42 N.E. 22 (1895). 
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Courts recognize a property right of a surviving spouse or next of kin 
in the dead body and allow recovery for mutilation (including unauthorized 
autopsies).'* Damages may be based entirely on mental anguish suffered 
by the plaintiff, no showing of physical harm or pecuniary damage to the 
plaintiff being necessary.1° The relative thus actually recovers for mental 
anguish caused by physical acts done to the deceased after death. Perhaps 
a better statement of the real basis of allowing plaintiff to recover in muti- 
lation cases was stated by Judge Pound: “An indignity to the dead is an 
offense to the living.’”?® The relational right of privacy theory discussed 
herein would extend recovery beyond the physical mutilation of the body of 
deceased to the more intangible use of deceased’s name or likeness. 

Four states have statutes making the unauthorized use of one’s name 
or likeness for advertising purposes a misdemeanor and providing for the 
recovery of damages in a civil action.'? Three of these states allow recovery 
by the heirs or next of kin for the unauthorized use for advertising purposes 
of a person’s name or likeness after his death.'* 

The unfortunate result of denying recovery for relatives when offensive 
publicity is given the deceased is that if the court does not recognize a 
relational right of privacy, there is no one who can bring a civil action in 
absence of a statute. Defendant thereby is completely exonerated from 
civil liability simply because the person featured in the offensive publicity is 
dead. No survival of action theory can be used satisfactorily because the 
tort occurs after deceased’s death. 

No attempt is made here to describe either the acts which will invade 
plaintiff’s interest or the circumstances in which such acts will be privileged. 





14 Streipe v. Liberty Mut. Life Ins. Co., 243 Ky. 15, 47 S.W.2d 1004 (1932); 
Blanchard v. Brawley, 75 So. 2d 891 (La. Ct. App. 1954); Burney v. Children’s Hosp., 
169 Mass. 57, 47 N.E. 401 (1897); Larson v. Chase, 47 Minn. 307, 50 N.W. 238 
(1891); Beller v. City of New York, 269 App. Div. 642, 58 N.Y.S.2d 112 (1945). 

15 Supra note 14; Restatement, Torts § 868, comment 5 (1939). 

16 Finley v. Atlantic Transport Co., 220 N.Y. 249, 259, 115 N.E. 715, 718 (1917). 

17 N.Y. Civ. Rights Law, §§ 50-51; Okla. Stat. Ann. tit. 21, §§ 839-40 (1958) ; 
Utah Code Ann. §§ 76-4-8 and 76-4-9 (1953); Va. Code Ann. § 8-650 (1957). 

18 Oklahoma, Utah, and Virginia, supra note 17. A Utah case decided under 
one of these statutes confirms the fact that such statutes give a cause of action to 
the heirs or next of kin even though the unauthorized use occurs after the death 
of deceased. Donahue v. Warner Bros. Corp., 2 Utah 2d 256, 272 P.2d 177 (1954). 
These three statutes have been referred to as providing for survival of a cause of 
action for an invasion of the right of privacy. Concurring opinion in Donahue v. 
Warner Bros. Pictures, 194 F.2d 6, at 15 (10th Cir. 1952); Note, 38 Va. L. Rev. 117, 
125 (1952). However, it would seem that these three statutes really recognize a property 
interest in the name or likeness of deceased, which is held by the heirs or next of kin. 
These statutes do not provide for “survival” in the usual sense because the deceased is 
dead at the time of the tort. This is particularly apparent from the facts of Donahue v. 
Warner Bros. Pictures, 194 F.2d 6 (10th Cir. 1952), in which suit was brought by the 
heirs of Jack Donahue for use of his name and personality. Jack Donahue died October 
1, 1930; the act which was the basis of the complaint was the showing of a certain 
motion picture, which depicted Donahue as a character, for the six months preceeding 
filing of the complaint. 194 F.2d at 15, 16. 
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The effort here is solely to urge that a legally protected interest should be 
accorded to surviving relatives of deceased persons for mental anguish 
caused by offensive publicity given the deceased. 

In at least two right of privacy cases this interest of the surviving 
relatives for the offensive use of the deceased’s picture has been recognized. 
Although neither court used the phrase “relational right of privacy,” this 
seems to be an appropriate description of the theory of the cases. Both 
involved publication of pictures of plaintiff’s deformed babies. The babies 
died shortly after birth, and defendants published pictures of the deformed 
babies after they were dead. In both cases the parents recovered for mental 
anguish suffered due to the publication of the pictures.® 

Although Ohio has recognized the right of privacy,?° no Ohio court has 
dealt with the relational right of privacy theory expressly or with a factual 
situation involving undue publicity or use of a deceased’s name or likeness.”! 
It is desirable that in an appropriate situation Ohio adopt the relational 
right of privacy. 





19 In Bazemore v. Savannah Hosp., 171 Ga. 257, 155 S.E. 194 (1930), a child 
was born with its heart outside its body. The child was taken to a hospital where 
it died shortly thereafter. After the child’s death, the hospital allowed a newspaper 
to take and publish pictures of the child. The parents, alleging that they had 
suffered mental anguish, loss of personal reputation, and physical illness, brought 
suit against the newspaper and the hospital for an injunction and _ substantial 
damages. The court granted the relief sought on the basis of invasion of right of 
privacy. 

Douglas v. Stokes, 149 Ky. 506, 149 S.W. 849 (1912), an earlier Kentucky case, 
involved a similar situation. While it was decided on a theory of a property right 
in the photograph, a later Kentucky court stated that it was a case of invasion of 
right of privacy. Brents v. Morgan, supra note 7, at 773, 288 S.W. at 971. Deformed 
children, twins with bodies physically joined, were born to plaintiff. The babies 
died, and after they were dead plaintiff employed defendant, a photographer, to 
photograph the corpses. Defendant did so, but made more copies than plaintiff 
requested, and obtained a copyright for himself on the picture by use of one of 
the copies. The court allowed substantial damages, even though plaintiff personally 
was not identifiable from the pictures in any way and the only item of damages 
was mental anguish of plaintiff. The extent to which the court analogized the 
case to one involving physical mutilation and applied a theory similar to a re- 
lational right of privacy is apparent from the following statement of the court: 
“The most tender affections of the human heart cluster about the body of one’s dead 
child. A man may recover for any injury or indignity done the body, and it would 
be a reproach to the law if physical injuries might be recovered for, and not those 
incorporeal injuries which would cause much greater suffering and humiliation.” 
149 Ky. at 509, 149 S.W. at 850. 

20 Housh v. Peth, supra note 4. 

21 The entire case law of Ohio concerning right of privacy consists of the fol- 
lowing cases in addition to Housh v. Peth, supra note 4: Schmukler v. Ohio Bell 
Tel. Co., 66 Ohio L. Abs. 213, 116 N.E.2d 819 (C.P. 1953); Friedman v. Cincinnati 
Hotel Employees, 6 Ohio Supp. 276, 20 Ohio Op. 473 (C.P. 1941), rev’d on other 
grounds, 86 Ohio App. 189, 90 N.E.2d 447; Johnson v. Scripps Publishing Co., 
32 Ohio L. Abs. 423, 18 Ohio Op. 372 (C.P. 1940); Martin v. F.I.Y. Theatre Co., 
26 Ohio L. Abs. 67, 10 Ohio Op. 338 (C.P. 1938). 








NEW MEASURE OF RECOVERY FOR WRONGFUL 
DEATH OF MINOR 


Wycko v. Gnodtke 
361 Mich. 331, 105 N.W.2d. 118 (1960) 


This action was brought under the Michigan Death Act! by the ad- 
ministrator of a 14 year old boy, who was killed by an automobile driven 
by defendant. The jury found the defendant negligent and made an 
award of $14,000 plus $979.50 for funeral and burial expenses. The trial 
court ordered a new trial unless remittitur of $6,500 were filed.2 The 
Michigan Supreme Court reversed, rejected the child-labor theory as 
the sole measure of pecuniary loss, and held that damages for a child’s 
wrongful death should be based upon “the pecuniary value of the life’* 
and that the judgment was not excessive. The court declared that in 
order to ascertain this value, 


we must consider the expenses of birth, of food, of clothing, of 
medicines, of instruction, of nurture and shelter . . . . The value 
of mutual society and protection, in a word, companionship ... . 
Finally if, in some unusual situation, there is in truth . . . a wage- 
profit capability in the infant . . . the loss of such expectation 
should not be disregarded ... 5 


At common law neither a decedent’s representative nor the members 
of his family had a cause of action for the loss caused by his death 
through a wrongful act.* This note concerns statutory remedies for wrongful 
death,’ patterned after the English Lord Campbell’s Act,® which have 
been enacted in every state.® In interpreting “pecuniary loss,” the majority 
of American jurisdictions hold that the basic measure of recovery for death 
is the loss by the beneficiaries of the support and contributions which 
decedent probably would have contributed to them during the remainder 
of his life expectancy.’® In others, however, the basic measure of recovery 


1 Mich. Comp. Laws § 691.581-.583 (1948). 

2 The trial court based its order upon the rule that under the death act, the 
measure of the pecuniary loss suffered through the death of a minor is the estimated 
earnings and services of the child prior to his reaching majority minus the cost 
of his rearing. Coutney v. Apple, 345 Mich. 223, 76 N.W.2d 80 (1956); Hurst 
v. Detroit City Ry., 84 Mich. 539, 48 N.W. 44 (1891). 

8 Three justices of the eight justice court dissented in this opinion. Since the last 
decision on the question presented in the instant case, the court’s membership has 
partially changed. 

4 Wycko v. Gnodtke, 361 Mich. 331, 105 N.W.2d 118, at 122 (1960). 

5 Ibid. 

6 Baker v. Bolton, 1 Camp. 493, 170 Eng. Rep. 1033 (1808). 

7 Wrongful death actions are to be distinguished from survivorship actions which 
preserve the decedent’s cause of action. 

8 Lord Campbell’s Act, 1846, 9 & 10 Vict., c. 93. 

9 Prosser, Torts § 105 (2d ed. 1955). 

10 Harrison v. Sutter St. Ry., 116 Cal. 156, 47 Pac. 1019 (1897); Rouse v. 
Detroit Elec. Ry., 128 Mich. 149, 87 N.W. 68 (1901); Fisher v. Trester, 119 Neb. 
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for wrongful death is the loss to the decedent’s estate, and in these juris- 
dictions three formulae for recovery are found. A few courts have held 
that the recovery should be that amount which decedent probably would 
have earned had he remained alive minus his own living expenses.’ Others 
declare the recovery to be the present worth of the amount decedent would 
have likely saved during the rest of his life expectancy.” Finally, Georgia 
and Kentucky declare the present worth of gross earnings which decedent 
would have earned, without deduction for any expenses whatever, to be 
the measure of recovery.'* 


Recovery under the death acts has been generally limited to loss of 
pecuniary benefits,1* that is, the measure of recovery is generally the value 
of support, services, and contributions which the beneficiary might have 
expected to receive had death not intervened. This principle has been ap- 
plied in cases of wrongful death of minor children, and heretofore two meas- 
ures of recovery have emerged from the opinions. The child-labor measure— 
recognized in Michigan prior to the instant case—allows recovery of the 
value of the probable earnings and services of the child prior to his reach- 
ing majority minus the cost of his rearing.1° However, other courts permit 
recovery of the present value of any services or contributions which the 
child might be expected to render after majority in addition to the net 
value of services during minority.1® The first rule is labelled arbitrary be- 
cause exclusion of the value of aid after majerity precludes consideration 





529, 229 N.W. 901 (1930); Greer v. Bd. of Comm’rs, 33 Ohio App. 539, 169 N.E. 
709 (1927); Glasco v. Green, 273 Pa. 353, 117 Atl. 79 (1922). 

11 Louisville & N. Ry. v. Garnett, 129 Miss. 795, 93 So. 241 (1922); Pittman 
v. Merriman, 80 N.H. 295, 117 Atl. 18 (1922); Gurley v. Southern Power Co., 172 
N.C. 690, 90 S.E. 943 (1916). 

12 Arizona Binghampton Copper Co. v. Dickson, 22 Ariz. 163, 195 Pac. 538 
(1921); Florida E. Coast R.R. v. “Hayes, 67 Fla. 101, 64 So. 504 (1914); Haugh v. 
Illinois Cent. R.R., 169 Iowa 224, 149 N.W. 885 (1914). 

13 Michael v. Western & Atl. R.R., 175 Ga. 1, 165 S.E. 37 (1932); Williams v. 
McCranie, 27 Ga. App. 693, 109 S.E. 699 (1921); Lexington Util. Co. v. Parker, 
166 Ky. 81, 178 S.W. 1173 (1915). 

14 Louisville & N. Ry. v. Stephens, 298 Ky. 328, 182 S.W.2d 447 (1944); Karr 
v. Sixt, 146 Ohio St. 527, 67 N.E.2d 331 (1946); Gaydos v. Domabyl, 301 Pa. 523, 
152 Atl. 549 (1930); Tuffy v. Sioux City Transit Co., 69 S.D. 368, 10 N.W.2d 767 
(1943). 

15 McCormick, Damages § 101 (1935). This rule has also been accepted in 
Arkansas, District of Columbia, Indiana, Iowa, Maryland, Missouri, North Dakota, 
Pennsylvania, Rhode Island, and Washington. 

16 McCormick, Damages § 101 (1935). This is said to be the rule in Arizona, 
California, Colorado, Idaho, Illinois, Kansas, Maine, Mississippi, Montana, Nebraska, 
New Jersey, New York, Texas, Utah, and Virginia. The leading case for this view 
is Bond v. United R.R., 159 Cal. 270, 113 Pac. 366 (1911). The Ohio rule seems 
to follow this view. However, in Immel v. Richards, 154 Ohio St. 52, 93 N.E.2d 
474 (1950), the court said there is no exact rule regarding the amount of damages, 
and the factors for consideration are age, sex, physical and mental condition of the 
child and the position in life, occupation, physical and economic conditions of the 
parents. 
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of the only pecuniary benefit which the parents could expect.’7 Courts have 
generally held that parents are not permitted to recover for the loss of a 
minor child’s companionship.'* However, such loss has been compensated 
for in a minority of jurisdictions,!® but with misgivings.*° 

In modifying its prior position, the Michigan Supreme Court discussed 
the change in social conditions since the child-labor measure was first 
adopted. This concept of value is a remnant of an era when large numbers 
of children worked in mills and mines.*! Application of this rule is illustrated 
in Courtney v. Apple? where the Michigan Supreme Court in 1956 held a 
verdict of $700, the amount of funeral and burial expenses, sufficient to 
compensate the parents of a three-year-old boy killed by defendant’s negli- 
gently driven automobile. The court explained that it was quite possible for 
the jury to find that the cost of raising the child would exceed his probable 
contributions. Justice Smith, who wrote the majority opinion in the instant 
case, dissented and pointed out that had the defendant killed a bull on the 
highway, the owner could recover its actual value. However, the parents of 
this child were not entitled to any damages whatever under the child-labor 
measure of recovery. 

Certainly the child-labor standard is obsolete unless the value of a 
child is limited to its actual money profit to its “beneficiaries.” The Mich- 
igan court has thus discarded a callous standard which is not in accord with 
present social values and one finds it difficult to disagree. The question 
remains as to whether the new elements of recovery are satisfactory. 

The phrase “the pecuniary value of the life” is ambiguous, but the 





17 McCormick, Damages § 101 (1935). 

18 East St. Louis Elec. St. Ry. v. Burns, 77 Ill. App. 529 (1898); Louisville N.A. 
& C. Ry. v. Rush, 127 Ind. 545, 26 N.E. 1010 (1890); Costello v. Buffalo General 
Elec. Co., 183 App. Div. 48, 170 N.Y. Supp. 1006 (1918); Kennedy v. Byers, 107 
Ohio St. 90, 140 N.E. 630 (1923); Kalsow v. Grob, 61 N.D. 119, 237 N.W. 848 (1931). 

19 Bond v. United R.R., supra note 16; Roby v. Kansas City So. Ry., 130 La. 
896, 58 So. 701 (1912); Gulf Ref. Co. v. Miller, 153 Miss. 741, 121 So. 482 (1929); 
Beaman v. Martha Washington Mining Co., 23 Utah 139, 63 Pac. 631 (1901). 

20 The California Supreme Court in the case of Bond v. United R.R., supra note 
16, at 285, 113 Pac. 373, although allowing plaintiff to recover for loss of companion- 
ship, states the main objection to such recovery: “It is evident to us, however, 
from the cases that have come before us, that it often leads to extravagant verdicts 
in which the jury, in fact, allow a supposed compensation for sad emotions and injured 
feelings, instead of confining their verdict to the actual pecuniary loss.” 

21 Wycko v. Gnodtke, supra note 4. The court explained that the rule originated 
in an era when “Loss meant only money loss, and money loss from death of a child 
meant only his lost wages. All else was imaginary. The only reality was the King’s 
shilling. That this barbarous concept of the pecuniary joss to a parent from the death 
of his child should control our decisions today is a reproach to justice. We are still 
turning, actually, for guidance in decision, to ‘one of the darkest chapters in the history 
of childhood.’ . . . In most areas the development of the law has paralleled the en- 
lightened conscience of our people.” 105 N.W.2d 121. See also Beall, “Wrongful 
Death and Survivorship,” N.A.C.C.A—6th Circuit Regional Meeting and Seminar 
Report § 3.3 (1958). 

22 Courtney v. Apple, supra note 2. 
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court in the instant case explained the elements which are to make up 
this value. The court retained the child-labor test by specifying that if the 
child is in fact a wage-earner or there is a reasonable expectation that he 
would be such, the excess of his wages over the cost of his keep should be 
included in the damages. However, by compensating the parents for past 
expenditures for food, shelter, and clothing, and the value of companionship, 
the court has substantially enlarged the measure of recovery. By including 
the costs of rearing a child, the court has permitted a new element of re- 
covery to compensate parents for their actual expenses in raising the child. 
These tangible costs of raising a child are ascertainable,** and their inclu- 
sion seems justified. The value of companionship, however, is not easily 
determinable and the inclusion of this element may well lead to excessive 
verdicts by juries influenced by parent’s mental anguish.** Excessive ver- 
dicts, however, are not a new problem for the courts and this court must 
be commended for its modification of an archaic measure of damages. 





23 See Dublin & Lotka, The Money Value of a Man 44 (1946). 

24 The court emphasized that the recovery is not to include sorrow and anguish 
suffered by the parents because such recovery is forbidden by the death act. How- 
ever, juries are likely to be affected by parental suffering when determining the value 
of companionship. 











